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A STATEMENT OF OBJECTIVES OF THE 
AMERICAN ACCOUNTING ASSOCIATION 


T THE twentieth annual meeting of the American Association of University Instructors 

A in Accounting, the members present voted unanimously to adopt the name, American 

Accounting Association, and to broaden the purposes and activities of the organization: 

an action long contemplated and since ratified by an affirmative mail vote of more than two-thirds 
of the membership..- 

The official purposes of the reconstituted association are: 

1. To encourage and sponsor research in accounting and to publish or aid in the publica- 
tion of the results of research. 

2. To develop accounting principles and standards, and to seek their endorsement or 
adoption by business enterprises, public and private accountants, and governmental bodies. 

3. To promote studies of accounting as an agency of control of business enterprise and 
economic affairs in general. 

4. To improve methods of instruction and to demonstrate the social benefits of a more 
widespread knowledge of accounting. 

Since January 1, 1936, the executive committee, governing body of the association, has met 
twice. It has formulated jointly the following statement of objectives in order to clarify its own 
outlook and to indicate to members and others the proposed fields of activity for the coming year. 
It has already approved and taken steps to launch studies covering projects numbered 1, 2, and 
6 on page 3, and is also proceeding with studies of corporate surplus, stock dividends, and 


depreciation. 


Accounting, originally designed for the 
purpose of providing internal control of 
business affairs by private owners, now finds 
itself faced with the responsibility of com- 
piling and expressing the results of business 
operations in a way which will meet the 
needs of investors, governmental units, and 
the public at large, as well as those of the 
immediate management. The mechanism of 
private accounting must be adapted to serve 
these broad social and economic purposes. 

The best means of making this adaptation 
are not yet entirely clear. After a quarter- 
century and more of active discussion and 
experimentation in this country, many of 
the simplest and most fundamental prob- 
lems of accounting remain without an 
accepted solution. There is still no authori- 
tative statement of essential principles 


available on which accounting records and 
statements may be based. 

In such a situation public accountants, on 
whom the burden of discharging the new 
obligations has largely fallen, have had an 
almost impossible task. They have been 
asked to certify to the correctness and ade- 
quacy of accounting statements, when no 
satisfactory criteria of correctness and ade- 
quacy have been agreed to. Under the diffi- 
cult and unfavorable conditions which they 
have faced, the persistent struggle for hon- 
esty, fairness, and candor which has charac- 
terized public-accounting work, is evidence 
of the high character of the profession, and 
of the integrity and devotion of its members. 

The accountant should no longer be kept 
in this anomalous position. It is impossible 
now to escape the social implications of 
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large-scale business enterprise. Its affairs are 
matters of public, as well as private, con- 
cern. Public accounting must, therefore, as- 
sume a full responsibility for the prepara- 
tion of sound and informative reports on the 
operations of business, or await the time 
when the alternative of rigid governmental 
control of such matters will become an estab- 
lished fact. 

To fulfill such a function, accountants can 
hardly limit themselves to comment on the 
statements prepared by business executives 
for their own purposes. It is essential that 
they develop and employ means of record- 
ing, measuring and interpreting the financial 
aspects of business transactions in accord- 
ance with principles and standards which 
shall be definite, meaningful, and widely 
applicable. Such principles and standards 
can be developed, and should be developed 
now. 

Progress toward this goal has been re- 
tarded by the assumption on the part of 
some accountants and business men that the 
problem does not exist, or cannot be solved. 
It has been argued occasionally that there 
are no principles which should restrict the 
free use of any one of several plausible meth- 
ods of determining values, profits, capital, 
ete.; that everyone should be permitted to 
adopt a set of accounting principles for his 
own affairs, and even to employ different 
principles at different times. It has been 
wrongly inferred that a reference to basic 
principles which should be controlling in all 
situations is a demand for uniform account- 
ing methods, forms, and records. This, of 
course, may be impractical and unnecessary. 

A more serious obstacle is the conscien- 
tious belief of many prominent and able 
accountants that the only practicable means 
of improvement is the slow, evolutionary 
process involving persuasion and example 
through which the worst accounting prac- 
tices may be gradually eliminated. Secure in 
the consciousness of right intent, these in- 
dividuals advocate moving cautiously to- 
ward any change in position on controversial 
issues, unaccompanied by any vigorous or 
positive enunciation of articles of faith. They 
are encouraged in this attitude by many 


business men, financiers, and promoters, who 
find reason to discourage the publication of 
comprehensive and comprehensible state- 
ments of business affairs. 

Progress is usually slow, and caution ad- 
mirable. There should be, however, some 
clear objective and some program for reach- 
ing it, if accounting is to be sure that it is 
actually making any progress at all. It is 
time that accountants, after many years of 
raising questions, should begin to furnish 
answers. 

Specifically, there should be a definitive, 
understandable explanation of what a set of 
accounting statements purports to signify. 
A balance sheet or an income statement 
cannot tell everything, but it should furnish 
significant information and, as nearly as may 
be, the same type of data every time. When 
a critic is asked to examine such a statement 
he should be able to say that it does (or does 
not) conform to some consistent body of 
principles, which can be expressed in clear, 
unequivocal language, intelligible to the lay- 
man of sound mentality and substantial ac- 
quaintance with business affairs. If account- 
ants are to speak only to accountants it 
seems hardly necessary that they speak at all. 

Such a body of principles would furnish 
an essential basis of judgment in construct- 
ing and appraising financial statements. The 
principles accepted would not need to be 
restrictive, except in the sense that any 
proper practice restricts departures from it. 
They need make no demand for a rigid 
“uniformity” of accounting classifications 
and procedures, so much abhorred; they 
should permit wide latitude in the applica- 
tion of individual accounting policies and 
practices. They should deal more with fun- 
damental methods of expressing accounting 
facts than with the extent of “‘disclosures”’ 
in published statements, a means by which 
some accountants now seek to avoid criti- 
cism where questions of principle are in con- 
troversy. As a whole, they should constitute 
simply an explanation by accountants of 
what they are attempting to tell when they 
set forth a statement of financial position 
and of results of operations of a business 
enterprise. 
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A complete statement of these necessary 
fundamental principles could hardly be de- 
veloped overnight. In some part, however, 
they are already established, and as to other 
questions there is at least a recognition of the 
problem to be solved. In public accounting 
offices, in regulatory bodies, and among ac- 
counting teachers and research workers 
there has been sufficient discussion and agi- 
tation of many of the basic questions so that 
their nature is well understood. Possibly the 
situation requires no more than an effective 
sympathetic agent to produce out of the con- 
fusion of accounting controversy the clear 
crystals of principle which may serve as the 
foundation. 

It may be difficult to bring about an agree- 
ment as to what constitutes the only sound 
principle in any given case. It should not be 
difficult, however, to indicate in a general 
way the scope of the problem. This can be 
done best, perhaps, by stating a group of 
principles which might be adopted as funda- 
mental to sound accounting. 

The essential of such a statement is that 
it constitute an integrated conception of the 
function of accounting as a means of giving 
financial expression to business facts. It must 
inevitably embody some conflict with exist- 
ing accounting practice, since existing prac- 
tice is in conflict with itself at a hundred 
points. It should avoid, as far as possible, 
outright conflict with existing law, though it 
need not condone as good accounting every- 
thing that legislatures and courts have made 
valid law. Finally it must represent a prac- 
tical tool of business and finance, meeting the 
legitimate needs of managers, bankers, in- 
vestors, the government, and the public at 
large. 

A preliminary statement of principles, de- 
signed to meet these requirements, is now 
in preparation. It will appear in an early 
issue of the AccountTina Review. This 
statement should provide at least an ade- 
quate basis for discussion, and should lead 
to some clarification of the meaning of ac- 
counting statements. 

It must be recognized, however, that 
simple statements of basic principle at best 
will fall short of covering the numerous 


problems which arise in their application to 
particular situations. The American Ac- 
counting Association expects, therefore, to 
encourage intensive research work on the 
many controversial questions of accounting 
theory which arise and must be met in at- 
tempting to express the facts of modern 
business enterprise. The following list is sug- 
gestive of projects which call for study and 
on which the association will sponsor im- 
mediate research: 


(1) Fundamental concepts and propositions in 
accounting theory 
(2) Presentation of financial statements: the 
proper organization, content, and detail 
of published corporate reports 
(8) Accounting treatment of corporate capital 
accounts, including— 
(a) Capital and paid-in surplus 
(b) Earned surplus 
(c) Revaluation surplus 
(d) Treasury stock 
(e) Dividends 
(f) Stock dividends and other capital and 
surplus adjustments 
(g) Premium and discount in refinancing 
and reorganization 
(4) Measurement of income, including— 
(a) Bases of income realization 
(b) Bases of cost capitalization and amor- 
tization 
(c) Allocation of income between account- 
ing periods; stablization of income 
(d) Operating and nonoperating income; 
capital gains and losses 
(e) Common costs in relation to revenues 
(f) Depreciation and depletion in relation 
to income 
(5) Problems of valuation, with special refer- 
ence to financial statements, including— 
(a) Costs 
(b) Inventories 
(c) Investments 
(d) Intangibles 
(e) Organization and development costs; 
carrying charges 
(f) Depreciation; retirement versus ac- 
crual 
(g) Effect of changing price levels; write- 
ups and write-downs 
(6) Consolidated statements: outline and uses, 
with particular attention to contro- 
versial questions involved in their 
preparation 
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These topics, and related subjects which 
might be added to the list, merit intensive 
study because of their importance and be- 
cause of the complete lack of uniformity and 
agreement which characterizes their treat- 
ment by accountants and business manage- 
ments at the present time: a condition aris- 
ing less from the peculiar circumstances of 


the individual case than from the absence o 
comprehensive underlying theories by which 
an accounting procedure may be tested. 

It is hoped that research under com 
petent sponsorship will result in the develop 
ment of a body of broad accounting concept 
and propositions which may prove valid and 
useful in accounting practice. 


THEORIES OF COST 


Morse 


GREAT MANY years ago when I was 
A trying to teach something of the art 
of writing to some young people, I 
told them that definition was about the most 
difficult exercise of the human brain. When, 
some years later, Dr. Marshall asked a num- 
ber of people for a definition of depreciation, 
my former opinion of the art of definition 
was confirmed, for my own definition com- 
prised three full typewritten pages, inthe 
form of a single sentence, and I found that 
I could not reduce it without including in 
depreciation something that it isn’t or omit- 
ting something that it is. 

I shall be careful this morning, therefore, 
to avoid any attempt to define “costs.” Ex- 
position is an easier art than definition. My 
job, I understand, is less to tell what Imean 
by “cost” than to attempt to state what 
seem to me the basic ideas on which the vari- 
ous theories of cost have been founded. A 
little examination shows that there must be 
differences, else not so much difference would 
occur in the calculation of costs. 

On the face of it, nothing seems simpler, 
at least in theory, than knowing what is the 
cost of anything. Given the elements enter- 
ing into a thing, its cost, financially ex- 
pressed, is but the sum of those elements, 
each financially expressed. So much for the 
theory. When we come to the practical test, 
as we all very well know, we find that the ele- 
ments entering into the cost of a thing are 
not usually given, but have to be learned by 
analysis, often by almost impossibly fine- 
spun reasoning, and, even in the cases in 
which the elements are given, a philosophical 
basis must be found for applying those ele- 


ments to the case in hand. Let me illustrate 
this briefly. If an article is produced by a ma- 
chine run by an operator, we can’t know 
what the article cost until we know what the 
operation of the machine cost. Learning that 
involves an investigation into a host of sub- 
sidiary costs—like insurance, rent, taxes, 
fuel, engine-room wages, etc.; and some of 
these elements of cost in but one of the final 
elements of cost involve in their turn several 
other analyses of cost into new elements— 
which in their turn may involve others. Yet 
if we had all these given we should still need 
a basic theory of cost before we could arrive 
at our final figure—unless, indeed, our case 
happens to be unusually simple. We must de- 
cide, for instance, whether the figure of cost 
that we are constructing shall include a 
recognition of the fact that the machine is 
not run all the time, and yet part of its cost 
is involved in the mere passage or time, 
whether it is in use or not—like insurance, 
taxes, and obsolescence. Is cost for the ma- 
chine when not engaged on any job a recog- 
nizable part of the cost of the jobs which it 
ultimately serves? The apparent answer is 
“no”; but we cannot be so sure when we 
realize that insurance, taxes, obsolescence, 
etc., are inescapable if the machine is in the 
shop at all, and if it is there to serve jobs 
adapted to it, its costs seem to be their costs. 

This brings us at once to a basic principle 
—one that seems to me too often neglected— 
that there is no such thing as an abstract 
cost, a mere cost. A cost is always the cost of 
something. If it isn’t the cost of, something, 
it isn’t a cost at all. In other words, the ac- 
countant’s task is as much to learn of what 
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things are costs as to learn what the costs 
are. It is absurd, or worse, to try to allocate 
costs until one has learned just what the 
costs have accomplished. 

When, then, in the case that I have just 
used for illustration, we say that the idle- 
time costs of the machine (those costs that 
go on with the mere passage of time, like in- 
surance, taxes, and obsolescence, independ- 
ently of use) are not a part of the cost of the 
product that involves its use, we are left with 
the inevitable query, ‘““What are they a cost 
of?” For, we must remember, every cost is a 
cost of something. 

Your answer will depend on your basic 
theory of cost. Perhaps you will say that 
such items are not a cost at all, but a loss, 
as some able accountants do. That interpre- 
tation has the advantage of escaping the in- 
evitable query cited above; but it seems to 
me to be largely begging the question by fall- 
ing back in effect on single entry. To my 
mind, the advantage of double entry as com- 
pared with single is largely that it asks that 
inevitable question, ““What is it a cost of?” 
As I said before, there is no abstract, mere, 
cost: it is always the cost of something. 
Double entry insists on knowing, or at least 
putting down, something. Single entry, at 
least in its pure form, merely registers the 
outgo without necessarily registering the re- 
sult—as if outgo were cast into the sea and 
income came like manna from heaven, with- 
out any traceable relation between them. 

With this introduction, we can turn to the 
basic ideas behind some theories of cost. 

The first, most obvious, difficulty in find- 
ing costs is due to the fact that many produc- 
tive agencies carry their usefulness through 
more than one accounting period. I have al- 
ready suggested one case of that sort. The 
cost of carrying a machine in idleness, 
whether that idleness is a matter of hours, 
months, or years, under any worthy system 
of accounting must be recognized some- 
where. If we could wait until the machine 
were scrapped before accounting for its costs, 
all would be easy (at least comparatively), 
for we could allocate all its cost to all its 
product, and no residue would bother us. We 
can’t do that. We can’t wait so long. We 
must currently learn the cost of specific 


products as a guide to management. So we 
force ourselves to a current figure. Our idle 
time, moreover, varies from week to week, 
from month to month, from year to year. Is 
the cost of idleness in a dull month, say June, 
a charge against the production of June, so 
that all June product has a high unit cost, 
while January, perhaps a busy month, has a 
low idle-time cost and hence a low charge 
and a low unit cost; or shall we use an esti- 
mated average idle-time cost for all the 
months and allocate it impartially to the 
product of all the months? This latter, of 
course, may be done indirectly, by neglect, 
by simply dividing the total carrying charges 
of the machine for the year by the number of 
estimated hours of use, and applying that as 
a minimum charge per hour against all prod- 
uct. That neglects all accounting for the cost 
of idle time as such, and works as if the year 
had in it only as many hours as the machine 
has hours of use; as if the machine were 
wished out of existence when not in use, and 
wished back when needed. Or, as already in- 
dicated, we can say that the cost of idle time 
is not a cost of any product, but a cost of do- 
ing business generally, like advertising. Or 
we may say that it is only a loss. 

What basic theory of cost underlies each 
of these treatments? The first, charging the 
cost of each month’s idle time to the product 
of that month, assumes that the machine was 
carried in that month for the product of that 
month. Of course, in a sense it was; and the 
accounting is in that sense good. 

The second, distributing the year’s esti- 
mated idle time over the product of the year 
(of course presuming that adjustment is 
made for any error in the estimate) assumes 
that the machine was carried through the 
year for the benefit of all the product of the 
year. That sounds more reasonable than the 
other assumption, but as a practical matter 
may leave large adjustments to be made— 
when it is too late to apply them to some 
product that has already gone into history. 

This method is superior to that of distrib- 
uting idle-time cost through what I have 
called “‘neglect”’ above, in that it shows on 
the books idle time as such, as a specific sta- 
tistical figure, rather than leaving it lost in 
the shuffle. 
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The fourth, treating such cost as a general 
cost of the business, assumes that the busi- 
ness could not be well carried on without this 
kind of handicap; as if the machine when idle 
contributes nothing to any particular prod- 
uct and its carrying charges are incurred in 
order to enable the business to stand ready 
to do the work for which this machine is 
adapted. 

Lastly, to treat carrying charges for a ma- 
chine not as cost but as loss seems to me 
either to confess bad management or to as- 
sume that these charges are both unpredict- 
able and unavoidable; for it they are pre- 
dictable good business management should 
provide a shock absorber to take them up; 
and if they are avoidable the cost should not 
occur. To put this in another way, if the 
charge is either predictable or avoidable it is 
incurred for a purpose, and it is a cost of car- 
rying out that purpose, i.e., a cost of some- 
thing recognizable in the accounts, and not a 
mere contribution to the limbo of disap- 
peared assets. 

This illustration is of course but one of 
many involving costs connected with an as- 
set serving its function over a period longer 
than the immediate accounting need. Yet it 
is in some ways the simplest of them all; for 
here we are concerned with the task of dis- 
tributing a current cost over current product. 
We have constantly, and in vastly greater 
complication, the task of distributing long- 
lived costs over current production. 

I have already, you may have noticed, in- 
corporated in some of the above allocations 
of the cost of idle time one theory for the 
allocation of long-time cost, for I included 
obsolescence as one item of current cost to 
be distributed over product. I assumed a 
known cost for obsolescence. Yet we can’t 
determine that without a theory of long- 
time cost. Is obsolescence so thoroughly due 
to the lapse of time that it is chargeable on 
the basis of time alone, irrespective of the 
volume of production? In all the alternatives 
that I suggested for disposing of idle time I 
was assuming an unchanging rate of obsoles- 
cence either allocated over the actual volume 
of product or not allocated at all. So in the 
alternative methods for distributing it I was 
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combining two theories of cost: (1) that sq 
far as the life of the machine is concerned the 
obsolescence is to be taken on the basis 
time elapsed, but (2) so far as any one 
counting period is concerned it is to be taken 
on the basis of volume of production. Oj 
course we have still the possible theory that 
it should be taken for the whole life of the 
machine distributed over the whole volume of 
product. In that case, months of low produ 
tion (relative to the average of all the 
months of its life) would have a low charge 
for idle time, and so on proportionally, 0 
course we have run into the practical diffi 
culty that in order to distribute the obsoles 
cence over all the product, we must knoy 
what that product is, and we can’t know that 
until the end—too late. So, again, in order to 
do the thing at all we must use estimated 
product, and adjust as best we may. 

That is not all, however. Who knows wha 
is proper obsolescence to be taken currently 
Who knows when any facility of production 
will be superseded? So again we are forced 
back into estimates. Does that mean that 
obsolescence is not a cost at all? The fe 
that we cannot know accurately what it is 
until the end does not affect the fact tha 
the total obsolescence is incurred for the 
product, and the more nearly we estimate if 
in advance the more nearly our current costs 
will come to correctness. 

We have still another decision to make 
some more conflicting theories to face. Sup 
pose we find it probable that when we come 
to replace our machine in the future, becaus¢ 
the old one must be scrapped, the new oné¢ 
will cost more or less than the old—that is 
for the same productive capacity, or afte 
allowing for any increase or decrease. Is th¢ 
obsolescence that must be counted as a cos 
of our product to be figured on the cost oj 
the old machine, or on the expected cost 0 
the new? Perhaps that is a matter that Pro- 
fessor Hatfield is going to discuss, and I wish 
to avoid trespass. My job is merely to point 
out that if you base obsolescence on original 
cost you are taking the view that cost is a 
matter of historical fact (or the best judg- 
ment that one can give to apparent facts). 
If you base obsolescence on probable cost of 
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replacement you are saying in effect that to 
be made whole in a business enterprise, one 
must be at the end as well situated for con- 
ducting future business as he was at the be- 
ginning. So this is looking to the future 
rather than to the facts of the past. Of course 
the fact is that when replacement costs less 
than the original purchase, capital is set free, 
because hereafter the same business can be 
conducted with smaller capital; and in case 
it costs more, more capital is needed. 

We have been talking so far as if we know 
the primary costs—that is, as if we know the 
original cost of every element involved in our 
ultimate distribution of costs. Of course, so 
far as cash or equivalent outlay is concerned, 
the books show it, or should. Yet many costs 
are not so obvious. Some purchases are paid 
for by issues of bonds or stock. In the origi- 
nal transactions the securities have in the 
minds of everyone concerned some figure of 
value, for business people do not enter into 
transactions without expressing to them- 
selves in financial form what they are to give 
and what they are to get. Is the cost of a go- 
ing business purchased in exchange for a 
bond issue or a stock issue the figure that in 
the minds of the issuers those obligations are 
worth? Or is it the figure in the minds of the 
sellers? Or is it the market value of the se- 
curities—even when the market with respect 
to them has not found itself? We have been 
recently told by a government body, whose 
initials my mind has muddled, that the ac- 
counts should show the cost to the original 
holders. Here is the historical point of view 
with a vengeance. The accounts are those of 
the purchaser, but the figure to be used is the 
cost to someone else, who perhaps sold to a 
third party, who may have sold to another 
who sold to the present holder, and each pur- 
chase price may have been different from all 
the others. 

Long ago the Interstate Commerce Com- 
mission ruled that interest on money bor- 
rowed for construction purposes should be 
deemed a part of the cost of construction, to 
the extent of the time involved. Not only 
that, but the resulting figure should be used 
on the balance sheet as an asset. This, of 
course, is on a basic assumption, viz., that all 


the normal socially necessary sacrifices in- 
volved in acquiring an asset and putting it 
into shape for production are costs of that 
asset and properly used on the balance sheet 
when that asset is ready for use. That theory 
seems to be rather widely accepted. If you 
use your own funds for such construction, 
however, that is—different? So we are told— 
though not by the Interstate Commerce 
Commission. We have been told it again and 
again. Then if one concern likes to show 
large assets, and another likes to show small 
costs, the first will borrow money and charge 
the interest as construction cost, even though 
it has funds of its own and lends them with 
a resulting other income on its income sheet, 
and the second will use its own funds for con- 
struction, charge nothing for interest, and 
show a lower figure on both its balance sheet 
and its income sheet. In essence the two situ- 
ations are identical; but in the accounts one 
has a larger asset with a larger income to ex- 
plain it. Then, if the cases are essentially the 
same, the second has a secret reserve. 

Perhaps that is all to the good. I am not 
arguing the case: I am merely presenting it. 
When we come to manufacturing accounts, 
and wish to know from them whether cer- 
tain expensive machinery is worth while, if 
we omit to allow interest on investment as a 
cost of the product, we are omitting from our 
calculation of cost one of the elements that 
we set out to measure the effect of. The basic 
assumption of this theory is, of course, that 
the use of our own funds costs us nothing. 
In other words, that use may reduce our costs 
and show increased profits indirectly—with- 
out showing whence they came. 

Of course the defenders of this say that to 
include interest on capital as cost is to pad 
assets through inventories. In other words, 
in order to avoid padding the relatively small 
item of inventories, they omit to show the 
effect of using owned capital for the product 
already sold. Perhaps it is unnecessary to re- 
mark that reserves for unrealized interest 
could be set up if desired, so as to avoid that 
particular sort of padding, if it is padding. 

We have just been speaking of inventories. 
Let’s look at purchased merchandise on 
which discounts have been offered for early 
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payment. If goods are offered for 2°>—30ds., 
how should they be carried? Commonly we 
are told that if the gross price was paid, that 
is the cost; and if net is paid, the gross price 
is still the cost of the goods, with a gain of 
the discount taken. Occasionally we are told 
that in the latter case the net is the price of 
the goods. What is the basic theory behind 
using the gross as the price of the goods? It 
is that the natural time to pay for goods is 
long after delivery. Why should that be? 
Let’s see what we find when we look below 
the surface. If a lot of goods billed at $1000 
can be paid for in full by a check for $980, 
what are the goods as goods worth? Only 
$980, or a check for $980 would not be ac- 
cepted in full payment. Then if $1000 was 
paid, the extra $20 must have been for some- 
thing not merchandise. What? Compensa- 
tion for delay in payment, including risk. 
That not only is not merchandise, but is 
something entirely unlike it. Whether the 
discount is availed of or not, the merchan- 
dise has a cost of the lower figure. If the dis- 
counts are taken, the net figure is the only 
fact in the whole transaction. The discount 
is not a profit—it is but the correction of the 
bill for an overcharge—billing for a service 
not rendered. If the discount is not taken, 
the forfeited discount is a charge for a service 
rendered by the seller—viz., extending credit. 

It is interesting to observe that the theory 
that says that the cost of merchandise is the 
gross price, and a discount taken is a gain, is 
absolutely contradictory to that which re- 
fuses to treat interest on owned capital as a 
cost. Lest this be not obvious, let me sum- 
marize: the opponents of treating interest as 
a cost do so largely because (1) the interest is 
not an out-of-pocket item, and (2) including 
it pads the assets; but taking discounts is 
merely avoiding a charge for extending 
credit, and is not an in-pocket gain, and re- 
fusing to show forfeited discounts as a cost 
of credit rather than a cost of merchandise 
is to pad the inventory—as if the merchan- 
dise has a larger value because the credit of 
the business is poor. 

I should like to take just one more kind of 
case. Manufacturing burden is so various, 
sometimes simple and sometimes very com- 


plex, that of course we have many schemes 
for accomplishing its distribution. I should 
like to remind you that any scheme that al- 
locates burden on the basis of wages assumes 
that every dollar of wages is accompanied by 
the same burden cost for rent, light, power, 
superintendence, insurance, taxes, deprecia- 
tion, maintenance, etc., ete., etc., as every 
other dollar of wages. How often is that 
true? Or how often is it true that a larger or 
smaller cost for one of these things is offset 
by a smaller or larger cost in another, in the 
same degree? 

Again, any scheme that allocates burden 
on the basis of wages and materials combined 
assumes that every dollar of direct cost is ac- 
companied by the same burden cost as every 
other dollar of direct cost. How often is that 
true? 

When these assumptions are not met and 
still one of these methods is used, a new as- 
sumption must be made—that any false al- 
location of burden to one set of jobs will be 
sufficiently offset by a contrary false alloca- 
tion to some other set, and the net discrep- 
ancy will be nil. If one is working under cost- 
plus contracts that may be all very well—for 
the contractor,—but if this results in large 
sales of the undercharged product, and small 
sales of the overcharged, all will not be so 
well. 

An analysis of burden applying it on sev- 
eral different bases—as e.g., a machine-oc- 
cupancy rate, a machine-use rate, a machine- 
idle-time rate, with supplementary rates for 
other factors, assumes that the relation be- 
tween labor time, wages, raw material, and 
the various elements of burden is not con- 
stant throughout the enterprise, and that to 
produce a statement of true costs one must 
allocate them on different bases. 

I fancy you are by this time thinking that 
I am giving you a most undigested mass 
of material—a hotchpotch. You are quite 
right. I am. It is not only undigested but in- 
digestible. There are no widely accepted 
theories of cost that I can discover. In the 
indexes of very few books on accounting does 
the item ‘Cost, defined’”’ appear, and in none 
did I notice “Cost, theory of.’ The word it- 
self is protean. You may have noticed that 
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I have set one limit on my own use of it—I 
distinguish cost from loss: a cost must always 
be incurred, whether voluntarily or not, for 
a known end. That is why I say it is always 
the cost of something. A loss, as I conceive 
it, is not for anything. Its only offset is ex- 
perience—which, however valuable, has no 
ledger standing. Even here, however, I find 
it hard to be consistent, for what is com- 
monly called “Loss from bad debts” I con- 
sider a cost—the cost of doing business on a 
credit basis. 

Can I at all summarize theories of cost? 
A little, perhaps, and in the time at my dis- 
posal very crudely and incompletely. 

The first is obvious: its basis is historical 
fact analyzed as completely as shall be worth 
while. In the case of idle time that I have 
used for illustration today, for example, the 
accountant must learn whether the idleness 
is inherent in the situation, or is incidental. 
Historical correctness may require it to be 
treated as a cost, or as a loss, according to 
circumstances. One thing is sure: the his- 
torical basis will never mess up the accounts 
by changing the method from time to time 
because someone wishes to make a better 
showing. 

The second basic theory makes the ac- 
counting subservient to policy. Under it the 
accounting department does not exercise an 
independent function, recording things as 
they look from an objective standpoint, but 
seeks to serve some other department of the 
business through accepting its point of view. 
I don’t mean necessarily falsifying figures, 
but presenting them from the angle of that 
department. As an example of that, we are 
sometimes told by the manager of a depart- 
ment that he must meet his expenses out of 
his discounts taken. So he wishes his dis- 
counts to appear as gains. Of course the ac- 
counting department should serve other de- 
partments, and all of them—for what other 
use has it?—but it should beware lest de- 
partment slants throw light and shade in the 
wrong places, distorting the picture. Always 
the figures that policy needs can be derived 
from the figures of fact if the figures of fact 
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have been kept uncontaminated by policy in 
the first place. 

The third basic theory is that the balance 
sheet should be drawn up with an eye to the 
future, and that everything should be sub- 
servient to that end. The future is to a cer- 
tain extent discounted. Lest things turn out 
to be not what they seem, they are now sub- 
ject to all sorts of forecasts, and what is 
only probability is given the weight of fact. 
I think I am as conservative as any reason- 
able man, but I do not deem it to be the 
function of accounting to jumble up the 
prognostications of forecasters with the 
known facts of the past and present. I be- 
lieve thoroughly in forecasting and making 
provision for the future as business neces- 
sities; for some things that will not actually 
happen until the future have application to 
the present—like the allowance for bad 
debts; but I desire to see such forecasts and 
such provision for the future shown sepa- 
rately and not consolidated with indisput- 
able facts. Every provision for the future 
can perfectly well be shown for what it is. 

My general comment on the whole situa- 
tion is one that I am loth to make; but I 
suppose no unfortunate situation can be 
remedied until we face it. I make my com- 
ment, moreover, with full appreciation of 
the dilemmas with which an accountant is 
faced. Accountants have to deal with human 
nature, and with its proneness to think it 
knows all there is to know. They have to 
present figures that others will use—or very 
likely misuse, or at least misinterpret. It is 
difficult to make statements and records 
that are fool-proof in use. I like to think 
that that is the reason for the situation that 
I am about to state, viz.: the longer I live, 
and I have been dealing with accounts for 
almost half a century, the less faith I have 
that I can read a corporation statement, or 
a private internal report, and from it deter- 
mine what is the financial situation behind 
it, unless from some outside source (such as 
my knowledge of the accounting practices 
of the people responsible for it) I know what 
accounting theories it embodies. 
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CONTRASTING THEORIES OF PROFIT 


A. C. LitTLETON 


HEN THE French discovered the gulf 
W of St. Lawrence and the long river 
beyond, they found the neighboring 
Indians well supplied with a variety of rich 
furs, and the natives saw that the white men 
were equipped with such desirable things as 
knives and iron pots. Since each party 
coveted some of the possessions of the other, 
trade was inevitable even without a common 
language or the aid of money. If the Euro- 
pean was astonished at the number of beaver 
skins offered as the price of a knife, the 
savage was equally astonished that the 
white man should be willing to accept skins 
at all—beaver were everywhere; they were 
free to the one who took them. But sharp 
knives and strong hatchets, these were no- 
where to be had. 

Naive as the Indian’s “valuations” may 
have been, his practice of trading something 
given for something received was as natural 
as were unsatisfied wants. He gives what he 
wants but little in order to receive what he 
wants very much. If one has no unsatisfied 
wants or if he possesses nothing that some- 
one else wants, there is no basis for an ex- 
change. But if an exchange is effected, each 
party is satisfied with the results even 
though the trade seems to an onlooker as 
uneven as a cheap knife for five beaver skins. 
The reason for this, even though it may not 
be clearly perceived by the parties, is that 
each has gained in total utility as seen from 
his own point of view. Both, we would say, 
have “profited.” 

Here then, in primitive barter, is the basic 
concept of profit: Profit is an individual’s 
opinion of the increase of total utility, use- 
fulness, or value-in-use that is his as the result 
of an exchange. 

From this it will be noted that a concept 
of profit does not need to be associated with 
money or accounts or formal calculations of 
any kind. Expected profit from consumption 
is simply a judgment of relative usefulness 
read into the goods received in barter, and 
accomplished profit, the test of the prior 


judgment, is the excess of consumptive satis- 
factions flowing out of the use of the thing 
received. If appearances of probable useful- 
ness were deceptive or if one party’s judg- 
ment were faulty, the exchange may of 
course yield a “deficiency” of satisfactions, 
a sort of negative profit. 

In barter for re-trade, expected profit is a 
judgment regarding relative subsequent ex- 
changeability of the new thing possessed in 
comparison with other, as yet, unpossessed 
desirable things. The test of this pre-judg- 
ment comes when the anticipated re-ex- 
change is accomplished. If, subsequent to 
the first barter-exchange, no third person 
finds a prospective utility in the goods held 
for re-exchange, there is no second exchange 
and no accomplished profit for the trader; 
also if after a second barter-exchange, the 
goods then newly received should prove not 
to have the expected utility, there can be no 
accomplished profit. 

In this analysis of barter certain char- 
acteristics of profit appear without the inter- 
vention of money or accounts. The first of 
these is that profit is a highly intangible, in- 
conclusive element, depending for a trader 
upon an almost unending chain of events for 
its validity. Profit is not a thing in itself, nor 
is it a specific condition among things; it is 
an intellectual concept only and varies from 
person to person and from time to time. 

Because profit is thus an extremely il- 
lusive element, two conclusions follow: 

(a) Reality of profit should not be read 
into a situation too soon or upon in- 
adequate evidence. This is the basis 
of the so-called “‘realization principle.” 
When an objective test has verified a 
personal hope, conviction of reality 
may safely follow but not before. 
Anticipated profits are mere opinions 
and therefore subject to individual 
bias and mistaken judgment. Realized 
profits on the other hand have met an 
objective test, under conditions by 
which the utility of the goods has 


Th 
thec 
conc 
sitat 


(b) 
givel 
is th 
book 
recel 
to li 
to re 
elen 
reco 
con 
tive 
givil 
one 
spec 
val 
serv 
ten 
ope 

bart 
exp 
bee 
suc] 
exa: 
sto 
mot 
cor 
rect 
alsc 
ple 


Contrasting Theories of Profit 11 


been further attested by the inde- 
pendent judgment of a subsequent re- 
ceiver in exchange. But even such 
“realization” may prove to be an in- 
complete test of reality because to- 
day’s gains may be consumed by to- 
morrow’s losses if the goods last 
received prove useless. 

(b) Valuation is a part of the process of 
exercising sound judgment in con- 
suming or trading, and forms the basis 
for all production and merchandising 
operations. And the ability to make 
sound judgments regarding consump- 
tive wants and uses, and of trade op- 
portunities exists quite independently 
of records as such. 


The second characteristic of profit is that 
the clue to its existence is relative uitlity. Any 
conclusion concerning relative utilities neces- 
sitates a judgment concerning the goods 
given and the goods received. Here, I think, 
is the key to the surprising vitality of the old 
bookkeeping rule of thumb: Debit what is 
received, credit what is given. It continues 
to live, not because it is an adequate guide 
to resolving modern transactions into sub- 
elements which fit into.a certain scheme of 
recording, but because we recognize, sub- 
consciously perhaps but none the less effec- 
tively, that accounts are at heart records of 
giving-out and taking-in. Only by receiving 
one thing for another given can we benefit by 
specialization in the production of use- 
values. And it is only by exchanging one 
service-potentiality for another service-po- 
tentiality that differing ideas of utility 
operate to create a concept of profit. 

Since a profit concept was present in every 
barter-exchange, it might seem logical to 
expect the first accounting records to have 
been related to profit measurement. But 
such was not the case. Egyptian records for 
example, were merely memory aids, a sort of 
stores-accounting in which various com- 
modities, including money as one, were re- 
corded as coming in and going out. The 
records of medieval money-changers were 
also memory aids showing, for their incom- 
pleted exchanges, what remained that a 


debtor “must give” and a creditor “must re- 
ceive.” 

But simple records like these of com- 
modities in their natural units, or of debts 
in various coinages, were of limited useful- 
ness. Barter transactions soon grew too com- 
plex to be judged soundly on the old basis: 
actual consumption was too remote and the 
variety of goods too great to be comparable. 
The need thus appeared for a common- 
denominator to make differing elements 
homogeneous enough to be used in a single, 
summarized profit-estimate as a check upon 
yesterday’s trading judgments. 

This important, progressive step was 
taken in the middle ages when merchants 
began to combine (1) a standard money of 
account by which different commodities and 
differing coinages could be translated into 
a single system of money prices, and (2) a 
scheme of systematic records by means of 
which both completed and uncompleted ex- 
changes were arranged for reference and 
summary. 

These two systems, by making it possible 
to express divers goods-received and goods- 
given quantatively as aggregates of money- 
price, also made possible the representation 
of profit in quantative terms. It was merely 
incidental that the records system also in- 
corporated debt records of the money-prices 
contracted to be later received or given; the 
central characteristic of double entry book- 
keeping from the beginning lay in the im- 
personal accounts. 

Since the money price involved in a bar- 
gaining transaction reflects the individual’s 
judgment of prospective value-in-use and 
current value-in-exchange, money price can 
be used to replace the earlier mental concept 
of profit with a quantative measurement of 
profit from exchange. Since double entry 
bookkeeping is a record-methodology par- 
ticularly designed to make use of money- 
prices, it is clear that bookkeeping is pri- 
marily an instrumentality for producing a 
quantative measurement of profit, and that 
the statement of wealth possessed at the be- 
ginning and end of a period is a secondary, 
and quite incidental result. 

As modified by this development, the 
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concept of profit may be restated thus: 

Profit quantatively expressed, is the excess 
of the prices received in bargaining exchanges 
over the prices previously given. 

The assumptions underlying this idea are 
that bargained prices can and do reflect the 
individual’s judgment of relative utilities 
and that a comparison of judgments thus 
rendered quantative will be more serviceable 
than mere mental images of the advantages 
of a series of exchanges. If the attempt to 
express profit in quantative terms does not 
come near enough to the full truth to con- 
stitute a useful substitute for mental images, 
then bookkeeping has no function but to 
record uncompleted transactions (debts) as a 
memory aid. 

Out of this development of the concept of 
profit come several conclusions: 


1. A uniform money of account (not to 
be confused with money having a stable 
value) can be used to render diverse 
elements quantative and homogeneous 
so that comparison and summation be- 
come possible. 

. Bookkeeping is an instrument of 
“quantification.” In order to render 
profit estimates quantative, bookkeep- 
ing systematically records the bar- 
gained prices, in terms of a standard 
money of account, of things given and 
things received. 

3. The use of these two processes does not 
change the illusive nature of profit or 
make its inconclusive characteristics 
more definite. Caution in accepting 
profit figures is still as necessary with 
money of account as it was in judging 
the utilities involved in direct barter- 
exchange. 


Because the use of a standard money of 
account and records of price-transactions 
made it possible to deal with heterogeneous 
elements of business in arithmetical calcula- 
tions as if they were physically homogene- 
ous, we may say that accounting has helped 
business to make definite progress in acquir- 
ing something of scientific methodology. 
While it is clear that bookkeeping has thus 
made a distinct a social contribution, it 
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should not be forgotten that the elements 
thus rendered homogeneous in the record are 
still the utilities of things given and things 
received. 

The refinements of this bookkeeping an- 
alysis of receiving and giving which is now 
called the accrual system was the next con- 
tribution of accounting to scientific business 
methodology. 

The practice of recording all transactions 
in terms of a standard money of account had 
the natural result of leading uncritical busi- 
ness men to confuse money with cash. They 
thus came to think of the accounts as show- 
ing cash collected (or cash to be collected 
from debtors) and cash disbursed (or to be 
disbursed to creditors). By an unconscious 
drift through a long period of time the 
fundamental processes of business thus came 
to be thought of as collecting and disbursing 
rather than giving and receiving goods as 
services. 

What the accrual system did was to cor- 
rect that mistaken conception. Those who 
used accrual accounting recognized the fact 
that bargained purchase-price, and not cash 
disbursed, was the element used to represent 
the thing received; that bargained sale-price, 
and not cash collected, was the element used 
to represent the thing given. This much 
could be deduced from those transactions 
which involved deferred payments. A further 
correction was made when it was also per- 
ceived that it was utilization of goods or 
services, and not the act of acquisition, 
which marked the appearance of expense; 
and that alienation of goods or the act of 
rendering a bargained service, rather than 
the receipt of an object in exchange, marked 
the appearance of income. 

Here was a truely scientific separation of 
the substance from the shadow. All that 
was received, though coming in, was not in- 
come; all income, though taken in, was not 
in the form of cash collections. Not all dis- 
bursements, though going out, were ex- 
penses; not all expenses, though they were 
outgo, were represented by cash disburse 
ments. 

Thus it gradually became evident as ac- 
crual accounting developed, that the basic 
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Contrasting Theortes of Profit 


elements of business, so long thought of 
simply as something received and something 
given, were in reality income earned and 
expense incurred. Although accruals are 
often presented as adjustments made to 
produce a more accurate statement of as- 
sets and liabilities, it is nearer the fact to say 
that accrued assets are recognized primarily 
in order to secure a more correct calculation 
of income, while accrued liabilities are recog- 
nized primarily in order to secure a more 
correct calculation of expense. In a similar 
manner deferred charges are used as an in- 
direct calculation of the consumed portion 
of previously acquired expense-services, and 
deferred credits are used as an indirect calcu- 
lation of the earned portion of income al- 
ready received.! 

The central purpose of accrual accounting 
is to bring into contrast the inflowing serv- 
ices acquired and used (as measured by ex- 
penses and costs) and the corresponding out- 
flowing services rendered (as measured by 
income and earnings). With this as the base, 
the third re-statement of this concept of 
profit may be phrased somewhat in this 
manner: 

Profit (net income) is the result of providing 
an out-put of economic services (thereby caus- 
ing an in-flow of gross revenue) which is 
valued by the purchaser above the amount of 
in-put of economic services (brought about by 


1 The accounting problems often treated under the 
head of “Capital and Revenue Charges” are but sub- 
problems in accrual accounting’s major problem of 
associating revenue and its costs. The issues regarding 
acquisition, repair, replacement or depreciation of 
capital assets are principally questions of timing, of 
whether a given expenditure is an immediate deduction 
from revenue (an expense) or a postponed deduction 
from revenue (an asset). Such questions bulk large 
when fixed assets become an important part of the total 
investment. 

In a similar way cost finding constitutes a series of 
subdivisions of the major problem of accrual account- 
ing. Cost accounting forces attention upon the physical 
cycle of form-changing production activities. Outlay- 
costs are the representations of use-values acquired in 
the venture of producing an acceptable service. As a 
means of learning whether or not the service proves to 
be acceptable, the costs advanced must be carefully 
traced into assembled costs and finally into embodied 
costs now sold in the form of the new product. In this 
way costing is a part of the larger problem of judging 
the adequacy of the service rendered by comparing the 
price which the service commands with the cost of 
rendering the service. 
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an out-flow of expense) required to produce the 
services put out. 

Out of this concept comes the conclusion 
that a refinement of the analysis of things 
given and things received makes it possible 
to approach more closely to a direct compari- 
son between the services rendered to another 
and the disservices experienced in preparing 
to do so. In other words, the utility to the 
producer (as judged by his cost-price out- 
lays) is set up against the utility to the 
purchaser (as judged by his buying-price 
outlay). The presence of a profit indicates 
to the producer that his economic service 
has proved acceptable in the market; the 
presence of a loss indicates that he has not 
been successful in providing an economic 
service of a kind and at a price which was 
acceptable in the market. 

This is essentially the same as the first 
statement of the concept outlined above, for 
the utilities inherent in the quantities re- 
ceived as income in exchange for the output 
of service rendered are judged in comparison 
with the utilities parted with in producing 
the service. 

By way of summary it may be noted that: 

1. Receiving and giving is basic to eco- 
nomic life. 

2. The association of receiving with giving 
is a basic purpose of accounting. 

3. Accrual technique constitutes a refine- 
ment in the association of cost with 
revenues much as if costs represented 
effort and revenues represented results. 

4. The producer judges his economic 
service to have been satisfactory when 
it brings him more revenue than the 
costs he had advanced, hence his 
primary interest is in the comparison 
of cost given and revenue received.? 

2 The producer may of course be mistaken regarding 
the utility or later exchange-value of the quantities re- 
ceived as revenue. Expressing things received (as a 
debit for example) in terms of bargained money prices 
does not render the ultimate utility any more certain 
than would be the case in direct barter. There was no 
substitute for sound judgment then without money or 
records and there is none now with both in use. Wider 
education makes for better judgments of relative use- 
values and thereby leads to fairer trading exchanges. 
But there are occasions in the unending sequence of 


events when debts are uncollectible and bank money, 
and even hard money, are not very acceptable receipts 


14 The Accounting Review 


Thus it is evident that there has been an 
inner consistency in the traditional views of 
profit even though time has brought modifi- 
cations and refinements. Business custom, 
reaching backward far down the centuries, 
has consistently made use of original, out- 
lay costs as the basis of profit calculations. 
Five hundred years of bookkeeping practice 
reflects this theory of profit because book- 
keeping employs the ideas of business men. 
In a similar way commercial law reflects the 
same business tradition: original cost is the 
basis of profit calculations under dividend 
laws and income tax laws. 

But this philosophy has lately been chal- 
lenged; another theory has been advanced, 
a replacement-cost theory of profit. It may 
be briefly stated thus: Profit is measured by 
the margin between the revenue which sales 
transactions produce and the amount necessary 
to cover replacement costs. 

It would be interesting to search out the 
logic possessed by this concept which could 
make it prevail against the forces of experi- 
ence-tested custom, and then to determine 
whether we should see in this theory the re- 
sult of a passing reaction to disturbed 
economic conditions or a concept which is 
the next step in evolutionary development. 
But the time to work it out is not available. 
I must be content to speculate a little about 
the origin of these modifications of the 
customary profit concept. 

The doctrine of replacement costs in ac- 
counting seems to have two sources of 
American origin. The first is in public utility 
rate discussions where the problem of setting 
controlled selling prices at the proper level 
brings out many strong arguments, in 
periods of advancing prices, in favor of in- 
cluding the recapture of replacement prices 
as an element of the rate base. The second 
source of replacement doctrine is found in 
the point of view of promoters and in- 
vestors who tend to judge balance sheet 
“‘values”’ by the yardstick of a rising stock 


in exchange for a service rendered. When such condi- 
tions are met protective provisions should of course be 
made, but they constitute second-thought revisions of a 
prior calculation of realized profit. 


market’s capitalizations of prospective earn- 
ings. 

It should be noted that both of these con- 
ditions constitute special cases which are 
peculiarly sensitive to price changes, one 
because close governmental control pre- 
cludes the adoption of selling prices which 
would provide revenue to be stored up in 
times of plenty against the time of depres- 
sion; the other because value judgments in 
connection with securities are based upon 
guesses of probable future business earnings, 

It is difficult to see how we can justifiably 
follow special points of view in formulating 
a general concept. 

Replacement cost doctrine also has a 
European source. There, a deliberate fiat 
money inflation made all common-sense 
rules inaffective, especially income tax laws. 
Of course an artificially generated competi- 
tion in the raising of prices and getting rid 
of money would raise problems of pricing 
policy and problems of equitable taxes and 
conservative dividends. The managerial 
problems of inflation were terrific. But, 
nevertheless, the conditions were artificial, 
temporary and very unusual. 

Should artificial, temporary and unusual] 
circumstances dictate the formulation of a 
concept of profits which presumably would 
be expected to have a general application? 

In the background of these replacement 
doctrines there run the waves of war and 
post-war price fluctuations. These price 
movements were made clear to our eyes by 
the newly developed statistical technique of 
index numbers, and only too plain to our 
experience, by the artificialities of a paper 
prosperity and, later by the amount of un- 
employment in a very real depression. The 
perspective of recent years is thus well 
suited to creating the impression that swift 
and extensive changes in price-levels are 
becoming a normal condition. 

Then this recently formed impression en- 
counters the familiar idea that accounting 
attempts to convert mental images of profit- 
utilities into definite quantitative terms, us- 
ing for this purpose a method for recording 
the bargained-prices of both the input of 
services received and the output of services 
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rendered. From the meeting of these two 
jdeas—accounting as a record of original 
prices, and widely fluctuating prices as a 
normal pattern—there seems to have come 
the conviction that accounting for outlay 
cost can no longer be considered a depend- 
able guide to those who look to accounts for 
essential information. And the conclusion 
then follows that account-keeping or finan- 
cial statement practice must be modified to 
suit the new background. 

These views seem to me to be based upon 
several fallacious assumptions. 

. The assumption that problems of in- 
come distribution (dividends, income 
tax, speculative security profits) are of 
more importance than problems of the 
measurement of the income generated 
by the creation of new wealth or the 
rendering of acceptable services. 

. The assumption that accounting has a 
more important obligation to supply 
data useful in managerial pricing policy 
than it has in facilitating the compari- 
son of past input of services (costs) 
with past output of services (revenues). 

. The assumption that accounts and 
statements are merely tabulations of 
statistical data related to social income 


and as such are open to any desired 


manipulations by statistical method- 
ology, such as weighting by index 
numbers, reduction to averages, elim- 
ination of seasonal variations, etc. 

. The assumption that accounting rec- 
ords of cost prices in the traditional 
manner will conceal from business men 
and investors the significance of con- 
temporary price changes. 

. The assumption that recent price 
fluctuations establish the pattern of 
the future. 

I believe that these assumptions are er- 
roneous and that a concept resting upon un- 
sound assumptions can not be accepted as 
sound. 

The primary and central problem of busi- 
ness, and hence of accounting and finance, 
will always be income. This problem has 
two sub-divisions, one related to a method- 
ology for computing the income created and 


the other to a methodology for criticising 
the economic reality of the results. The first 
of these is obviously accounting, when ac- 
counting is defined as a reasonable, realistic, 
convenient method of calculating profits by 
expressing quantatively a great diversity of 
actual business transactions. The second is 
valuation, which may be defined as an inter- 
pretative procedure designed to subject ac- 
counting results and business policies to 
critical examination. I am, you see, of the 
opinion that valuation is not accounting. 

The fundamental error of those who argue 
that profit calculation by the use of replace- 
ment costs is a function of accounting is that 
they confuse the two separate techniques of 
computing and criticising.’ If criticising— 
evaluating—is consciously accepted as a 
separate function, there is practically no 
limit to the ways in which the available data 
may be made into homogeneous statistical 
series and subjected to interpretative manip- 
ulation like any other social statistics. For 
example no one has made the suggestion but 
it probably would be very easy to substitute 
the simple statistical study of real income 
(ratio of money-income to price-level) and 
real wages (ratio of money-wages to cost-of- 
living) for the complicated technique of ad- 
justing accounts by index number of whole- 
sale prices for the purpose of becoming 
conscious of the significance of price changes. 

But it is basic to this freedom of statistical 
analysis of the results of business operations 
that the original data of business operations 
be recorded and reported first in the way in 
which they transpired, that is in terms of 
bargained prices. This accounting is well 
prepared to do with a high degree of de- 
pendability while acting well within its 
function. 


COMMENTS ON PROFESSOR 
LITTLETON’S PAPER BY 
WALTER STAUB 


Professor Littleton’s paper seems espe- 
cially timely in view of the present day 


3 Cf. Edward G. Nelson, Toe Accountine Review, 
Dec. 1935, p. 316: “...an almost universal failure 
consciously to separate quantitative and qualitative 
analysis.” 
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recognition of the prime importance of the 
income account. There was a time when, 
especially for purposes of credit granting, 
the balance sheet of an industrial or com- 
mercial enterprise was regarded as the basic 
financial statement to be studied by the 
creditor. Today it is recognized that, in 
the case of both creditor and stockholder, 
the income account is fully as important as 
the balance sheet and in some respects 
even more important. Fixed property which 
may represent a large investment has, after 
all, a value only commensurate with what 
it can earn, and the same thing might be 
said in principle (though perhaps in lesser 
degree) of inventories, particularly that por- 
tion of them which represents manufactured 
or partially manufactured goods. 

In his paper Professor Littleton empha- 
sizes the desirability of continuing to base 
the determination of income on cost rather 
than on replacement cost or other alternative 
methods. This is in line with a concept to 
which I endeavored to give expression in an 
article written for the Journal of Account- 
ancy a quarter century ago under the title 
of “Deferred Charges to Operating.” I en- 
deavored to bring out the thought that, with 
the possible exception of cash and receiv- 
ables, practically every asset on the bal- 
ance sheet is really a deferred charge to 
operating and that the treatment thereof is 
based on that principle. This is particularly 
true when the cost basis for determining in- 
come, which is urged in Professor Littleton’s 
paper, is adhered to. 

It is true that there is a well recognized 
variation from the cost rule in the case of 
inventories, namely the now generally 
adopted rule of “‘cost or market, whichever 
is lower.” Here the departure is for the 
purpose of recognizing, or providing for, a 
potential loss because of a decline in the re- 
placement cost of goods acquired at a higher 
original cost. The question might well be 
raised whether it would not be more inform- 
ing to provide for the difference between cost 
and lower market (i.e., replacement cost) by 
a so-called reserve or provision, rather than 
by writing down the inventory itself, and to 
apply such difference as a separate item in 


the income account following the determina. 
tion of income on the cost basis. This would 
permit of applying the cost method of de. 
termining income, as advocated in Professor 
Littleton’s paper, by showing the results of 
operations on that basis, and also giving the 
effect of applying the “‘cost or market which- 
ever is lower’ rule. There are practical diffi. 
culties in working this out in the case of 
those businesses which do not have a system 
for applying cost against each sale and | 
refer to such a procedure merely to suggest 
it for possible future consideration. 
Assuming for purposes of discussion the 
acceptance of Professor Littleton’s advocacy 
of cost as the basis for the determination of 
income, the question remains which cost is 
to be applied to the goods sold and which 
cost is to be applied to the goods remaining 
on hand. In the course of any fiscal period 
there will usually be a series of like articles 
purchased or produced (and also carried for- 
ward from the preceding period) at differing 
costs,! and the question then arises whether 
cost shall be determined on the basis of 
“first in, first out,’’ or “‘last in, first out’’; or 
“average of the beginning inventory cost 


cost” (on a weighted average basis)? 

This question has been receiving re 
newed consideration during the last few 
years because it is of greatest importance in 
periods when a radical change in the price 
level occurs (whether up or down). When the 
price movement is upward, as during the 
World War, the use of the “‘first in, first out” 
costing of sales tends to show large profits 
because of selling at mounting prices goods 
purchased at the lower price level, although 
if the concern is to remain in business it 
must immediately replace the sold goods 
with others purchased at prevailing higher 
prices. 

The effect is that the valuation of the in- 
ventory is at the highest recent cost, and 
the profits shown on goods sold have to a 


1 The varying profit results obtained by applying 
different cost or inventory methods were well illustrated 
by Mr. George O. May in an article on the Influence of 
the Depression on the Practice of Accountancy, Journal 
of Accountancy, Vol. tiv, pp. 336-350. 
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large extent not been realized in the sense 
that they are available for distribution, be- 
cause they have had to be reinvested in large 
part in maintaining a stock of goods no 
larger in quantity than that previously car- 
ried for a much smaller investment. When 
the inevitable drop in the price level occurs, 
large losses on inventory values are shown 
in adjusting to “cost or market, whichever 
is lower.” 

In 1920 many concerns showed inventory 
losses which offset to a considerable extent 
the large profits apparently earned during 
the war period. Similarly, large inventory 
losses due to the tremendous drop in prices 
during the present depression have in the 
case of many companies absorbed profits 
shown during the time that a high cost was 
being developed for the inventory. 

The question has been raised whether, as- 
suming a starting inventory at a low enough 
level so that prices would hardly drop below 
it excepting under catastrophic conditions, 
the use of the formula of “‘last in, first out” 
in costing goods sold would not result in a 
truer picture of actual profit. The argument 
can be made that there is a closer relation 
between the prices of goods last purchased 
and of the goods currently sold than between 
the earliest purchases of goods on hand and 
of the goods currently sold. 

In the case of industries or concerns the 
inventories of which are ordinarily very large 
in relation to other assets—as, for example, 
the oil industry where large quantities of 
crude oil may be carried in stock continu- 
ously—the “last in, first out’? method of 
costing sales has a tendency to minimize the 
extreme of profits and losses. The profits 
shown in periods of rising prices would tend 
to be less than by using the formula of 
“first in, first out.” Correspondingly, in 
periods of falling prices such losses as might 
be shown in reducing inventories to lower 
market prices would not be as great as would 
otherwise have to be taken. It is to be noted 
that the formula of “‘cost or market, which- 
ever is lower” would still govern the valua- 
tion of the inventory and would correct the 
tendency which might develop in a period of 
falling prices for the inventory to remain at 


a higher price level than the current prices 
at which sales would be costed. 

The “‘last in, first out” formula is being 
given study by an inventory methods com- 
mittee in one of the large industries of the 
country at the present time. Any method 
which will tend to minimize the profits shown 
in periods of rising prices which are not 
actually available for distribution, because 
of the need for retaining at least a material 
portion of such profits in the business as 
added working capital and thus subjecting 
it to a business hazard which becomes 
greater the higher the price level rises, is 
worthy of careful consideration. 

If such a cost formula or method were gen- 
erally adopted in an industry, it would be 
desirable to show as a memorandum on the 
balance sheet the current replacement 
market value for the inventory. This would 
assist in giving a full understanding of the 
situation to those extending credit to a 
given concern or to those who wish to make 
an intelligent comparison of the financial 
position of various companies in the same 
industry whose inventories may be carried 
at differing costs. Even under the present 
more general use of the “‘first in, first out” 
cost formula, the supplementing of the valu- 
ation at which the inventory is carried in 
the balance sheet by a memorandum of the 
approximate replacement market value 
thereof would be informing. 

The average cost method of carrying or 
valuing the inventory may be said to be in- 
termediate between the “‘first in, first out” 
and “‘last in, first out’”’ methods. It is prob- 
ably less used now than was at one time the 
case, though it is still the method generally 
used in at least one of the major industries 
of the country. 

An inventory method which has some- 
what the same end in view as the “last in, 
first out” cost formula is the base stock 
method. It has the virtue of conservatism, 
both from a balance sheet point of view (as- 
suming of course that the base price, which 
remains unchanged, is set sufficiently low 
at the inception of the use of the method) 
and from the point of view of the earnings 
shown during an era of rising prices. The 


mina- 
would 
of de. 
fessor 
Its of 
g the 
rhich- 
diffi. 
use of 
stem 
and | 
lggest 
n the 
ocacy 
on of 
ost is 
rhich 
Lining 
yeriod 
ticles 
d for- 
ering 
ether 
is of 
oF 

cost 
ction 
Tre- 

few 
ce in 
price 
n the 
the 
out” 
rofits 
z00ds 
ough 
ass it 
oods 
igher 
e in- 
and 
to a 
plying 
trated 
nce of 
ournal 


18 The Accounting Review 


leading exponent of this method in this 
country is the National Lead Company 
which has clearly explained the method in 
its annual reports. Another of the prominent 
industrials of the country, the International 
Harvester Company, used the method for a 
few years at the close of the World War 
period but discontinued it when the United 


States Treasury refused to accept thd 
method for income tax purposes. The refusal 
of the taxing authorities in both the Unite 
States and Great Britain to accept the basg 
stock method for valuing inventories hz 
probably discouraged a more general use 9 
it by industrial companies. 


WHAT THEY SAY ABOUT DEPRECIATION 


Henry R. HATFIELD 


many of you have the advantage over 

me of being also practicing account- 
ants, in this meeting we all should primarily 
be interested in the teaching of accounting 
rather than in its practice. I shall therefore 
make no reference to published balance sheets 
and income statements nor to the form and 
content of the auditor’s certificate. I shall 
examine solely what the textbooks and 
other treatises on accounting have to say in 
regard to depreciation assuming that what 
is contained in these books approximately 
represents what is taught in our classes. 

This is an association of university in- 
structors and therefore I may properly as- 
sume that we all cherish high standards; 
that as university men we are interested in 
the nicety of expression; that even correct 
ideas do not satisfy us if they are concealed 
by vague verbiage; and that we stand firmly 
for clear thinking, for logical consistency, 
and for lucid exposition. 

Unfortunately the standard in accounting 
literature has been relatively low. Let me 
cite a single extreme, but probably not 
unique, example taken from a _ textbook 
which has had very wide use throughout the 
country. On a single page this stated that 
assets equaled liabilities and also that pro- 
prietorship is equal to the difference be- 
tween the assets and liabilities. On reading 
this, unless it is accepted blindly as being 
somewhat in accord with traditional state- 
ments, one must ask whether the author was 
incapable of straight thinking or was he 
culpably careless in the presentation of his 
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thought. Whichever may be the answer, 
surely as university instructors we must de 
plore such an example of what Professa 
Willett has called “loose and lavende 
language.” 

It would seem as if by this time the sub- 
ject should have been pretty well threshed 
out. To be sure it is frequently said that 
only recently has there been a proper recog- 
nition of depreciation as a factor in account: 
ing. Certainly until relatively few years ago 
very many American corporations made no 
reference to depreciation in their published 
reports. So late as 1906 when the Interstate 
Commerce Commission required that de 
preciation be reckoned on certain railroad 
property, it was so much of an innovation 
that many high railway officials vigorously 
opposed it. But the recognition of deprecia- 
tion is not limited to the present century. 
Professor Littleton calls attention to the 
first specific exposition of the proper han- 
dling of depreciation in accounts which he 
has found. This is in the textbook by Inglis 
published in 1861. Probably many of you 
have received from the University of Michi- 
gan a reproduction of accounts showing de- 
preciation taken from the textbook by 
Monteage, published nearly two hundred 
years earlier, that is, in 1675; but again that 
indefatigable researcher in the history of ac- 
counting calls attention to pro forma ac- 
counts appearing in the textbook by Mellis, 
published in 1588. While there may be 
some question as to whether these accounts 
actually represent the handling of deprecia- 
tion in the now accepted sense, there is at 
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least a possibility that such is the case. But 
Blong before this, in 1408, the books of Fran- 
cesco di Marco da Prato (according to 
Penndorf) show an unquestionable allow- 
ance for depreciation. But even a more ex- 
tended leap backwards may be made to 
B Vitruvius’ work on architecture in which he 
lays down the rule that in valuing a masonry 
wall, one-eightieth of its cost should be de- 
ducted for each year it has stood, this resting 
on the assumption that such a wall has a 
life of 80 years. Here we have a very clear 
recognition not only of depreciation but an 
acceptance of a straightline method.! 

Despite the nearly twenty centuries since 
Vitruvius wrote, accountants are not of one 
voice on the subject, nor have they all 
learned to make satisfactory exposition. In 
this paper I shall attempt to show what 
recognized writers have actually said, and to 
draw attention to what seem to me to be 
inconsistencies, contradictions, and confu- 
sion. 

Should I seem too critical, may I plead 
that it is only the printed word which is 
criticized. I am sure that the writers in most 
of the cases would refuse to abide by the 
letter of their statements. Sometimes it is 
merely a case of failing to state an implied 
proviso or exception, sometimes the slipping 
in of a conventional phrase, whose long ac- 
ceptance has obscured its ineptness. And 
finally, I am sure that the criticized passages 
do not imply a lack of understanding. Of 
this I am sure for I have myself committed 
all the things? of which I complain, and who 
am I to say I have not intelligence and 
understanding? 

One difficulty in discussing depreciation is 
in distinguishing between the fact of depre- 
ciation and the recording of the fact in the 
accounts. 

The fact is itself a physical or economic 
phenomenon. There is almost universal 
agreement that a physical asset does, in the 
process of use, wear out, at least to the ex- 


g For this I am indebted to Mr. H. E. Hale in his 
What Is Depreciation?” in the Railway Age, Vol. 86, 
p. 403 (Feb. 16, 1929). 
* I wish to modify the statement originally made. I 
confess committing some of the errors, but not all of 
them. Decidedly not all. 
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tent of making its continued use uneco- 
nomical. The economic phenomenon which 
may be correlative with the physical phe- 
nomenon, but may often-times be inde- 
pendent thereof, is that with continued use 
of a physical asset the services which it 
renders tend to become exhausted. Hence, 
in the absence of disturbing outside influ- 
ences, the lessened number of service units 
which the asset remains capable of yielding 
are of less value than were the larger number 
originally embodied in the asset. 

Accounting does not concern itself with 
the actual wearing out of an object # But in 
so far as the wearing out of an asset, or the 
exhaustion of its potential services affects 
the value to be ascribed to the asset by the 
going concern, accounting is called upon to 
make some record of such changes. To take 
ridiculously simple illustrations: if the fric- 
tion involved in its use actually wears out 
the substance of a brake lining, so that after 
the car has run 20,000 miles it is no longer 
serviceable, it is obvious that a lining which 
has lasted for fifteen thousand miles is of 
less service value than one which has run 
only 5,000. Or, taking a case where physical 
wear is not the significant factor, if ma- 
chinery is erected at a mine, in such cir- 
cumstances as to make removal uneconom- 
ical, that machinery, when the mine is half 
exhausted, will have the power of rendering 
a smaller number of service units than when 
it was first installed. It is immaterial that 
the brake lining may perhaps stop the car 
as quickly on the fifteenthousandth mile as 
on any preceding mile; it is immaterial that 
the machinery is in no sense half worn out. 
In the absence of price fluctuations, no one 
would willingly give as much for an asset 
whose supply of service units is partly ex- 
hausted as he would for that asset with un- 
diminished fertility. When half of the con- 
tents of a barrel of oil has been extracted, no 


3 Occasionally an accountant uses an expression 
which on the face implies that accounting records 
changes in the asset rather than changes in the value 
attached to the asset. Thus C. Bowman and A. Percy 
state (Principles of Bookkeeping and Business, N. Y., 
1927, p. 53) that “Depreciation represents that portion 
of the asset consumed in operating the business.” But 
this probably is an inept expression rather than an 
indication of a difference of opinion. 
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one (again with proviso of there being no 
change in price) will give as much for it as 
he would have given for the barrel when it 
was full. The same of course applies to the 
services which may be said to be barreled 
up in some physical asset. 

The fact of depreciation is admitted by all. 
Inevitably the service value of any fixed 
asset (with some few possible exceptions) 
decreases with continued use. One need 
quote only the statement in “Accounting 
Terminology”: “Depreciation is loss in 
physical or functional value due primarily 
and chiefly to ordinary wear and tear.” 

Having recognized that the service units 
to be rendered by a machine diminish during 
its service life, the real accounting problem 
is how is this fact to be recorded in the books. 
This is a problem in the technic of account- 
ing and should be kept distinct from the 
physical or economic fact previously men- 
tioned. Yet the same term “depreciation” is 
used now to mean the one, now the other 
thing. This confusion is found not merely as 
between the writings of different authors, 
but as well in the texts of the individual 
authors. Some clear examples of such con- 
fusion are the following. 

“Depreciation” says one eminent writer 
“means the consumption in production proc- 
esses of a preliminary outlay in such [fixed 
tangible] assets as make production pos- 
sible’? but in the same article he says: “de- 
preciation is to maintain the capital intact.’ 

Waiving for the present the question as to 
the legitimacy of the latter statement in 
itself, how in the name of all accountants 
from Luca Paciolo to Fritz Schmidt can 
“consumption” ever maintain capital? Cap- 
ital may be maintained despite consumption 
but to consume is not to maintain. The first 
phrase evidently relates to the physical fact. 
The second gives an alleged result of making 
a certain booking of the fact. 

Another writer says “Depreciation . . . is 
an impairment of value” and on the very 
next page, “Depreciation cares for that por- 
tion of a plant...consumed.’® Again 


5 Racine, S. F., Accounting Principles (1917), pp. 
131, 132. 
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waiving the appropriateness of the latte 
statement per se, it is surely the case that 
when he mentions “impairment” he is 

ferring to the physical or economic fact 
when he says it “‘cares for” he is referring t 
the bookkeeping entry. Yet he uses the 
same term for both, apparently unmindful 
of the confusion of thought involved therein; 

Another, most recent writer, must be 
ferring to different things when he speaks on 
two contiguous pages of depreciation as 
decrease in value due to wear and tear an 
as the periodic retrieval of value.* I care no 
whether one or the other is the proper state 
ment. Both cannot describe the same phe 
nomenon. 

Again, in a widely used text, recently re 
vised, it is stated, again on consecuti 
pages, that depreciation is an ‘“‘exhaustio 
of capital assets” and that it is the mean 
of “reserving out of earnings” etc.’ Did ex 
haustion of assets ever reserve anything 
out of anything? The second phrase relates 
to the supposed effect of making a given 
entry, the first clearly describes a pure 
physical phenomenon. 

But criticism of accounting literature i 
not limited to the confusion of the fact a 
depreciation with its recording in accoun 
Even in the technic of booking, the peculiar 
province of the accountant, one finds con 
fusion and inconsistency. 

One would suppose that those writing 
texts inculeating the principles (if sucelj 
there be) of accounting, would not feel th 
need of any defense mechanism, would no 
attempt any artificial rationalization for s 
reasonable a procedure as recording depre 
ciation. Depreciation is a fact. It is a fact 
which evidently affects the financial status, 
or the operating results, or both, of the 
business enterprise. One seeks for no esoteri 
reason for recording the payment of cash, 
and its receipt, nor for the coincident 
emergence of loss or profit. But in the litera 
ture of depreciation, various alleged, but ir 
relevant, reasons for booking depreciation 
in its two-fold aspect are found. According 


6 Burtchett, F. F., Corporation Finance (N. Y., 1934), 
pp. 591, 592. 

7 Bell, W. H., and Powelson, J. A., Auditing (N. Y. 
1932), pp. 229, 228. 
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to these, the booking is not made to record 
the facts but according to some, it is to 
“maintain”’ or to “provide”’ or to “replace” 
or to “reserve”’ or to “‘set aside”’ or as one of 
the most authoritative writers has it, lest 
“the investors be left at the end of the 
decade with no useful property.” 

No writer, so far as I have observed, has 
ever said that when fuel is consumed, a 
record must be made in order to provide 
for something in the future, nor to replace 
the consumed fuel, nor to set aside some- 
thing else in place of the fuel, nor so that 
the investors will not be left with no fuel 
on hand. Without exception, one is told to 
record the consumption of fuel in order to 
show that there is less fuel on hand than 
previously, and that a coincident and equiva- 
lent expense has been incurred. The func- 
tion of accounting is to record all the recog- 
nized events which enter into the operations 
(in the broader sense) of the concern. Why, 
then, this peculiar and irrational urge to 
fnd other justification for recording de- 
preciation than is required for recording the 
consumption of fuel? The accountant’s sole 
and supreme obligation to tell the truth ap- 
plies to both. If this is done, no other justi- 
fication is needed. 

One who for many years has lectured on 
accounting to classes of previously unen- 
lightened beginners cannot even in this place 
break the habits to which he is so accus- 
tomed. Shall not the dyer’s hand be subdued 
to what it works in? Therefore I cannot re- 
frain from stating that in recording deprecia- 
tion there must be a debit and a credit—a 
statement which to your ears is startling 
only because of its triteness, but it serves as 
a guide to further discussion. 

The debit is ordinarily to an account 
called simply Depreciation. As to the nature 
of this entry there is comparative agreement. 
The most generally accepted view is that it 
represents an operating cost. I have listed 
some twenty-five writers who in no uncer- 
tain terms make this statement. Many of 
these elucidate further by saying that it is 
just as much a cost of operating as is con- 
sumption of fuel or any other of the items 
universally listed under operating costs. 
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There are others (I have listed three),® 
who describe the charge to depreciation as 
representing a cost, not specifying it as an 
operating cost. Similarly depreciation is said 
to be “losses actually incurred.”’*® Another 
eminent writer says it is ‘‘a loss, a definitely 
experienced loss.’!° If, indeed, the actual 
loss is not known, it is “the estimated loss 
from the wearing out of the assets,’ or, 
again, it is the “loss or expense resulting in 
a reduction in the value of an asset.” 

Only two writers are noted who at least 
superficially present a different opinion. 
Professor Canning, in his truly illuminating 
book, says “Depreciation is not an expense 
in and of itself, it is the outlay for the de- 
preciating object that is the primary ex- 
pense.””8 I do not myself like this statement 
but it need not be discussed here. For 
whether it is the payment or the gradual 
consumption that constitutes the expense, in 
either case the annual charge to depreciation 
represents an expense allocated to that 
period. 

The other statement is that “depreciation 
of assets is merely an expression of values 
... that have reproduced themselves.” It 
is probably unnecessary to tarry over this 
lone voice of dissonance. Athanasius contra 
mundum was a noble figure. But, while stand- 
ing by one’s opinion in the face of all the 
world may indicate a noble character, it 
does not guarantee that the opinion held is 
correct. Besides, the disagreement is prob- 
ably more a difference in the form of state- 
ment than in the attitude of mind. To this 
writer apparently all “‘expenses of operation”’ 
are “values which have reproduced them- 

8 Klein, Joseph J., Students Handbook of Accounting 
(N. Y., 1915), p. 76. Leake, P. D., Depreciation and 
Wasting Assets (London, 1912), p. 33. Moore, K. A. E., 
and Moore, Michael, Company Accounts and Balance 
Sheets (London, 1931), p. 62. 

® Dickinson, A. L., Accounting Practice and Procedure 
(N. Y., 1914), p. 45. 

10 Dewing, A. S., Financial Policy of Corporations. 
3rd ed. (N. Y., 1934), p. 562. 

1 Sanders, H., Industrial Accounting (N. Y., 
1929), p. 146. 

2 Sunley, W. T., and Pinkerton, P. W., Corporation 
Accounting (N. Y., 1931), p. 174. 

13 Canning, J. B., Economics of Accountancy (N. Y., 
1929), p. 129. 


4 Castenholz, W. B., A Solution to the Appreciation 
Problem (Chicago, 1931), p. 65. 
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selves” so that the statement regarding de- 
preciation does not exclude it from operating 
costs. 

With this consensus regarding the nature 
of the debit entry (when one debits Depre- 
ciation and credits Allowance (or Reserve) 
for Depreciation) it is a great surprise to 
find such disagreement as to the meaning of 
the credit side of the entry. When it is said 
that the debit indicates the expense, or loss, 
due to the using up of part of the value of 
the machine, it is difficult to understand how 
anyone can logically say that the credit ac- 
count represents anything other than the 
reduction in value* which has been the oc- 
casion of the loss or expense. Many authors 
not only understand this, but possess (what 
is not always an accompaniment of clear 
understanding) the ability clearly to ex- 
press the correct idea. 

I have again listed more than twenty-five 
writers, by no means an exhaustive list, who 
thus interpret the meaning of the credit 
item. It is not necessary to quote these; they 
run from Sprague and Cole, the first scien- 
tific American texts, down to the very latest 
treatise just off the press, that of McKinsey 
and Noble. But it is interesting and some- 
what appalling to note the dissentients. Or 
perhaps it were better to say “to note the 
dissonance” for it is what they say rather 
than their well-concealed thoughts that 
trouble us. 

1. Mention may be made first of what is 
perhaps the most appalling group of writers. 
These are they who say, not that the allow- 
ance for depreciation represents a deduction 
from the amount debited to machinery, but 
that the credit balance in the allowance ac- 
count implies an equivalent amount of cash. 
The following examples are given: 


The whole object of providing for depreciation 
is to save up money to meet a known future ex- 
penditure.'® 

Inasmuch as the charge to Depreciation Ex- 
pense involves neither a concurrent expenditure 
of cash (or other current assets) nor the assump- 


© Value as here used presumably refers to the un- 
absorbed cost, without reference to current market 
prices. 

16 Dicksee, L. R., Auditing. 13th ed. (London, 1924), 
p. 155. 


tion of a liability, there will be a sum of cash (o 
other current assets) equal to the amount s9 
charged... 

Depreciation . . . does not mean a thing unless 
expressed in cash reserves.'® 

{If $90 depreciation is charged each year for 
10 years] the utility would have on hand the sum 
of $900.!* 


These statements are taken from recog. 
nized authorities, of highest standing. They 
knew better. Two of the four have elsewhere 
made a correct statement. But it is fair in 
this somewhat dialectic discussion before a 
group of academic men, to take the words 
as they read. For it is the printed wor 
which confronts the beginning student. The 
statements made are clearly unsatisfactory 
in two respects. First there is omitted the 
essential proviso that the business has not 
run at a net loss. You all know that operat- 
ing deficits do occur. In some cases the 
amount charged to depreciation may have 
been larger than the deficit for the year. If 
there had been no charge to depreciation 
there would have been no deficit. In sucha 
case there is no other asset corresponding to 
the allowance unless you call the deficit an 
asset, which Heaven forbid! The second de. 
fect is that even if cash came in, in sufficient 
amount, there is no reason for assuming 
that there will be an accumulating amount 
of cash keeping pace with the accumulating 
allowance. Is any intelligent manager likely 


‘to withhold for 10 years,—is any manager, 


intelligent or not, going to withhold for 50 
years, cash equalling the growing allowance! 
Will he not use it to pay debts or to extend 
the plant, so that when the asset is aban- 
doned after half a century’s use, there will 
not be a sum of cash on hand equal to the 
value consumed? Why then say there will 
be? Even though you cross your fingers 
while saying it. The student reading the text 
sees the author’s words, not his fingers. 

2. Closely akin to this is the view ex- 


17 Paton, W. A., and Stevenson, R. A., Principles of 
Accounting (Ann Arbor, 1916), p. 144. 


18 Allen, T. H., “Depreciation as It Applies to Physi- 
cal Properties.” The Certified Public Accountant (Jan. 
1936), p. 10. 

19 Wisconsin Public Service Commission. Deprecia- 
tion; A Review of Legal and Accounting Problems (Madi- 
son, 1983), p. 23. 
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pressed by writers that while not necessarily 
implying an amount of cash on hand, the 
allowance for depreciation does imply the 
existence of a fund composed of current 
assets. Such are: ““The sole function of a de- 
preciation reserve or allowance ...is to 
prevent the impairment of its capital in- 
vested in physical assets and to provide a 
fund for the replacement of such assets... .?° 

In passing, is it not strange that the sole 
function consists of two unrelated acts? And 
how can the provision of a fund prevent the 
impairment of the physical assets? Isn’t such 
impairment inevitable as the asset wears. 
out? Again: “Depreciation reserves [are] a 
fund to be used in cases of the wasting of 
fixed assets, such as wear and tear... .””4 

Another: ““The fund . . . created [by set- 
ting up a Reserve for Depreciation].”’ 

3. Without using either of the terms 
“cash” or “‘fund,”’ a similar idea is expressed 
in the following: 

[Depreciation] reserves are amounts set aside 
out of earnings . . . bookkeeping entries setting 
aside each year an amount... .% 

the amount to be set aside [for depreciation]™* 

a common practice is regularly to set aside 
sums called depreciation or replacement charges.” 


The same general attitude is shown by 
those who assert that the allowance for de- 
preciation shows that some other asset has 
been substituted for the consumed value of 
the depreciating asset. For examples: 


Depreciation is the periodic retrieval from cur- 
rent incomes of the value . . . .76 

The reserve for depreciation measures the ex- 
pired portion of the original cost of the assets and 
also indicates that the loss has been covered out 
of the gross income of the business.?’ 


20 Bowker, W. T., “Obsolescence.” American Ap- 
praisal Co. (1923), p. 3. 

— A. C., Company Accounts (N. Y., 1920), 
p. 221. 
_™ Dewing, A. S., The Financial Policy of Corpora- 
tions. 2nd ed. (N. Y., 1926), p. 461. 

% Wall, A., and Duning, R. W., Ratio Analysis of 
Financial Statements (N. Y., 1928), p. 71. 
_™ Montgomery, R. H., Auditing—Theory and Prac- 
tie. 4th ed. (N. Y., 1927), p. 683. 

* Mosher, A. W., “Depreciation Based on Unit 
Cost.” Journal of Accountancy, 52: 29 (July, 1981). 

* Burtchett, F. F., Corporation Finance (N. Y., 
1984), p. 591. 

*7 Sanders, T. H., Industrial Accounting (N. Y., 
1929), p. 146. 
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the amounts . . . which are from time to time 
written off or recovered out of gross income as 
provision for depreciation . . . .78 

Depreciation ...is merely an expression of 
values in one form that have reproduced them- 
selves in other forms.?® 


Perhaps it seems hypercritical and pernickity 
to object to a statement merely because a 
proviso which some might consider obvious, 
has not been stated. But if we prate of the 
science of accounting, are we not to be held 
to scientific accuracy of statement? When 
we read in algebra (a+b) X (a—b) =a?—b?, 
we assume it is universally true. Its truth 
does not depend on a being smaller than b. 
No such proviso being stated, we assume 
there is none. 

When one says that the allowance for de- 
preciation shows that other equivalent assets 
have replaced the consumed value of the 
fixed asset, the statement is not universally 
true. It is true only when expenses are not 
greater than earnings. If the algebraic equa- 
tion depends on the relative value of a and 
b the proviso must be stated or algebra is no 
science. The analogy I think holds. The 
authors I have quoted did not state the pro- 
viso. Very few writers do so. 

4. Another group of incorrect expressions 
is the following: Accepting the doctrine 
that the booking of depreciation is an at- 
tempt to ascribe to each period the appro- 
priate amount representing the consump- 
tion of cost logically allocable to that period, 
expressions are nevertheless used as fol- 
lows: 

**Eventual loss,’’*® “‘expected losses,”’*' “‘an- 
ticipated losses,”’? “‘to meet a known future 
expenditure,’ “shrinkage from deprecia- 
tion etc. may be anticipated ... by setting 


28 United States. Department of Commerce. Busi- 
ness Advisory and Planning Council. Reports to Stock- 
holders (Wash., 1934), p. 17. 

29 Castenholz, W. B., Solution to the Appreciation 
Problem (Chicago, 1931), p. 65. 

30 Howitt, H. G., International Congress on Account- 
ing (1933), p. 626. 

31 Goggin, W. J., and Toner, J. V., Accounting Prin- 
ciples and Procedure (Boston, 1930), p. 265. 

3 Racine, S. F., Accounting Principles (Seattle, 1923), 
p. 214. 

33 Dicksee, L. R., Auditing. 13th ed. (London, 1924), 
p. 155. 
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up a reserve,’ “Net loss occasioned by re- 
tirements.’** 

In all these expressions the implication is 
that the loss is not one which has already 
occurred, but one which is bound to, or may 
possibly, occur in the future. This certainly 
does not harmonize with the idea that the 
attempt is being made to record what has 
been consumed during the current fiscal 


period. Similar in thought, although ex-; 


pressed in different terms, are the following: 


Charging depreciation and crediting deprecia- 
tion reserves provides for the recovery of an orig- 
inal stated outlay .. . 

Depreciation is charged off for the purpose of 
providing an allowance... for the purpose of 
replacing the plant facilities when they are worn 
out or become obsolete.*” 

Provision for the replacement of the depreci- 
ated assets... .*8 

. .. the amount which the depreciation reserve 
should contain in order to make provision, 
through operating expense charges for the net 
loss occasioned by retirements.*® 


5. Other authors look upon the Reserve 
for Depreciation not as a negative item to 
be subtracted from the value attached to the 
machine but as a positive force that does 
something. 


The sole function of a depreciation reserve or 
allowance . . . is to prevent the impairment of its 
capital.*° 

The amount of capital invested in the asset is 
to be kept at its original amount through the credit 
to the depreciation reserve." 

A depreciation reserve account is one set up 


% Belding, A. G., Accounts and Accounting Practice 
(N. Y., 1918), p. 173. 

85 Wisconsin Public Service Commission. Deprecia- 
tion; A Review of Legal and Accounting Problems (Madi- 
son, 1933), p. 64. 

86 Castenholz, W. B., ““The Accountant and Chang- 
ing Monetary Values.” Accountina Review, 6: 283 
(Dec., 1931). 

37 Frank, T. B., “Depreciation Accounting in the 
Machine Tool Industry.” N. A. C. A. Bull., 9: 1398. 
(No. 24, sec. I.) (Aug. 15, 1928.) 

38 Reitell, C., and Van Sickle, C., Cost Finding for 
Engineers (N. Y., 1930), p. 106. 

89 Wisconsin Public Service Commission. Deprecia- 
tion; A Review of Legal and Accounting Problems (Madi- 
son, 1983), p. 64. 

40 Bowker, W. T., “Obsolescence.” American Ap- 
praisal Co. (1923), p. 3. 

41 Lawrence, W. B., Cost Accounting (N. Y., 1931), 
p. 308. 


... for the ultimate replacement of property.* 
the systematic provision from year to year of 
an adequate sum to cover the depreciation of 
wasting assets ...and thus fo provide for their 
renewal... .# 
The capital sum to be replaced by depreciation 
allowance.“ 


6. A sixth misconception, or more chari- 
tably, a sixth misleading expression, concerns 
the relation of the allowance for deprecia- 
tion to profits despite the consensus that the 
debit indicates an expense or loss. 


“‘Reserve accounts,” says one, “‘are created for 
the purpose of showing on the credit side of the 
accounts the amount of profits required to be set 
aside ... ; and on the debit side the actual loss 
from depreciation. .. 


And this although on the same page it is 
said that the balance of the reserve for de- 
preciation account shows the amount by 
which the cost (or the depreciating asset) 
has diminished by reason of the estimated 
wear and tear and efflux of time. 


the depreciation reserve is set up to measure 
the true value of the asset . . . and also to with- 
hold from free profits amounts which will be re- 
quired in a subsequent period for replacement.” 

a provision out of profits to the extent of cost" 

the reserve account therefore represents profits 
withheld from capital.‘* 


7. Other writers misled by the objection- 
able phrase “Reserve for Depreciation”’ look 
upon the credit entry as a “means of reserv- 
ing out of earnings’’*’ or as another most dis- 
tinguished member of our Association puts 
it: “In providing depreciation there is a re- 
serving or withholding from gross in- 


* Bernard, R. J., “Depreciation and Depreciation 
Reserves.” American Accountant, 15: 305 (July, 1930). 

43 Dicksee, L. R., Depreciation, Reserves, and Re- 
serve Funds (London, 1912), p. 72. 

44 Grimes, J. A., “The Income Tax—Depletion and 
Depreciation.” AccounTING Review, 3: 175 (June, 
1928). 

4 Bentley, H. C., The Science of Accounts (N. Y., 
1911), p. 149. 

46 Russell, F. C., and Hurdman, F. H., Accounting 
Principles (N. Y., 1924), p. 205. 

47 Fedde, A. S., “Depreciation and Obsolescence.” 
International Congress on Accounting (1933), p. 667. 

48 Goggin, W. J., and Toner, J. V., Accounting Princi- 
ples and Procedure (Boston, 1930), p. 265. 

49 Bell, W. H., and Powelson, J. A., Auditing (N. Y., 
1924), p. 228. 
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come... . °° I ask you all and particularly 
do I ask him, who in the discussion to follow 
is expected to lambaste and excoriate this 
paper: Is an entry showing a diminution of 
value a means of doing anything except 
showing that diminution, or how can a mere 
bookkeeping entry withhold anything? 

8. Some writers state that the Allowance, 
or Reserve, for Depreciation represents a 
“liability for the ultimate retirement of 
the plant. . . recognize the high author- 
ity, and pay respect to the ability and 
acumen of these authors. But if a credit to 
the Allowance for Depreciation is an alterna- 
tive to a direct credit to the Machinery Ac- 
count, how can it also show a liability, no 
matter how tenuous, transcendental, or 
esoteric a connotation may be attached to 
the accounting term “‘liability”’? 

The statement that the Allowance rep- 
resents a liability is coupled with one which 
explicitly says that the debit indicates “as 
much a cost of operations as are current pay- 
roll and material expenditures... An 
expense according to current accounting 
theory can occur only with the following 
alternative accompaniments. An expense 
may arise when an asset is diminished as 
when material is consumed, or cash is paid 
out. Or expense occurs when, without other 
changes, a new liability is created, e.g., 
when interest payable, or unpaid wages ac- 
crue. But there cannot be both a $1000 
diminishment of assets, and a $1000 in- 
crease of liabilities with an expense of only 
$1000. Wages expense of $1000 cannot be a 
corollary of $1000 paid for wages and also 
of $1000 accrued payroll. It just simply 
can’t be. 

Say if you like (personally I do not like) 
that the credit to reserve shows a liability. 
But if you insist on this interpretation you 


Sanders, T. H., Industrial Accounting (N. Y., 
1929), p. 146. 

United States. Department of Commerce. Busi- 
ness Advisory and Planning Council. Reports to Stock- 
holders (Wash., 1934), p. 18. Ball, T. F., “Can the 
Authorities Get Together on Depreciation?” Public 
Utilities Fortnightly, 13: 6: 347 (March, 1934). Similarly: 
Cole, W. M., Accounts—Their Construction and Inter- 
pretation (Boston, 1908), p. 83. 

® United States. Department of Commerce. Busi- 
ness Advisory and Planning Council. Reports to Stock- 
holders (Wash., 1934), p. 17. 


have thereby abandoned any indication that 
the service value of the asset has dimin- 
ished. Is that good accounting? But what- 
ever vou do, do not say that the credit indi- 
cates both A— and L+. 

Shades of Luca Paciolo who combined in 
a single volume the first printed treatise on 
both algebra and bookkeeping! May we thy 
undutiful disciples ever remember that the 
two are related. May it be forgiven us when 
we say —1000P = —1000A+1000L, for it is 
neither good bookkeeping, nor good algebra, 
nor good barnyard arithmetic! 

9. The following quotation is from the 
most comprehensive book on depreciation. 
The author states: 


if the manufacturer omits depreciation costs 
he merely delays recovering the loss until some 
later period.® 


Time limits compel the excision of my dis- 
cussion of this. I merely suggest: 


(1) Recovery does not depend on a book- 
keeping entry but on the amount of 
earnings. 

(2) There is no assurance of even a post- 
poned recovery, and 

(3) the statement that a loss is ever re- 
covered is at least debatable. 


A final quotation from an accountant and 
professor of accounting, who stands so high 
in the hierarchy of the profession that when 
we mention his name we do so with the bated 
breath of reverence. He stated that an allow- 
ance for depreciation is an allocation of 
cost, and, not indeed on the same page, but 
some 20 pages later (yet one ought to re- 
member for at least 20 pages what he him- 
self has written) headed a paragraph in 
heavy faced type “Investment of Deprecia- 
tion Allowances.”’** I have heard of those 
who proposed to pay a dividend or even to 
run a government, out of a deficit but I can- 
not understand through what investment 
banker one invests an “allocation of cost.” 

To sum up: 


1. There is confusion of the fact of deprecia- 


58 Saliers, E. A., Depreciation—Principles and Appli- 
cations (N. Y., 1922), p. 111. 

54 Montgomery, R. H., Auditing—Theory and Prac- 
tice. 4th ed. (N. Y., 1927), p. 698. 
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tion and the consequent accounting 
therefor. 

. There is agreement that in booking de- 
preciation the debit represents a cost or 
expense due to the consumption of service 
value. This is fundamental to any theory 
of depreciation. 

3. In regard to the credit various expressions 
are inconsistent with the above theorem. 
Among these are the following state- 
ments regarding the allowance: 


(1) that it implies cash on hand 

(2) that it implies a fund, not necessarily 
cash 

(3) that it implies the possession of other 
equivalent assets, although not neces- 
sarily impounded in a fund 

) that it relates to a future contin- 

gency, not to an already incurred ex- 
pense 
that it is not a negative quantity but 
an active force 


(6) that it is part of profits 

(7) that it shows a reservation 
(8) that it shows a liability 

(9) that it recovers a loss. 


This all seems irreconcilable with the thesis 
that depreciation is the loss in value due 
chiefly to wear and tear. 

I do not impugn the intelligence of any 
author, even myself, who has made these o 
similar statements. I merely criticize the 
language used. I do not deny that in the very 
works from which I have quoted, there ar 
other passages which clearly prove that the 
author had the correct understanding. 
I merely deplore the presence in these works 
of conflicting statements, which must con- 
fuse the beginning student. I do not claim 
my own writings to be free of these and sim- 
ilar inaccuracies, though modesty of course 
prevents quoting my own works. All we like 
sheep have gone astray, following in the 
beaten track of tradition. 


VALUATION OF THE BUSINESS ENTERPRISE 
W.A 


itH the development of large-scale 

W activity, elaborate technical proc- 
esses, and the corporate form of 
organization the business enterprise has be- 
come in many cases a highly complex eco- 
nomic institution, and the valuation of the 
facilities and conditions of production in 
terms of the enterprise in its entirety is ac- 
cordingly a bafflingly difficult problem, a 
problem which comprehends substantially 
all phases of accounting analysis and all 
types of value determinations. The business 
enterprise, it is scarcely going too far to say, 
is truly an organic entity, a something ca- 
pable of being contemplated for its own sake 
and valued in its own right. The enterprise 
in other words, and as has often been pointed 
out in utility valuation cases, is an inte- 
grated, functioning, continuing establish- 
ment, and not a mere bundle or aggregation 
of separate elements or parts. And the value 
of the enterprise, it follows, may be more or 


. PATON 


less than the sum of the values of the con 
stituent factors, considered singly, in appar 
ent violation of one of the more obvious 
mathematical axioms. Further, in view of the 
extent now-a-days to which both small and 
large blocks of securities evidencing enter-| 
prise ownership are transferred from one 
party to another, including the practices of 
acquiring whole businesses through merger 
and consolidation, to say nothing of the 
matter of proper periodic measurement in 
the interest of the various equities, it appears 
that there is some excuse for urging that 
more systematic and discriminating atten- 
tion be given to the question of enterprise 
valuation as opposed to other forms of 
appraisals. 

Speaking broadly there are two main ap- 
proaches to the problems of valuation in 
business: 

1. Cost 

2. Income 
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The cost avenue to value has two divisions 
labeled on the one hand “original” or “‘his- 
torical’ cost and on the other “‘replacement”’ 
or “reproduction’”’ cost, either of which may 
be modified by estimates of depreciation or 
other forms of expiration. It needs to be 
emphasized, however, that all varieties of 
cost measurement are in essentially the same 
pew. That is, there is no basic divergence of 
doctrine between those who glorify actual 
cost and those who are enthusiastic for re- 
placement cost; in both cases the search is 
for cost, with disputation arising only with 
respect to the question of what constitutes 
the proper method of expression or measure- 
ment. Incidentally, there is some truth in 
the paradoxical observation that the replace- 
ment cost school is insisting upon the use of 
cost values more emphatically than is the 
historical cost school, since replacement cost 
is of course likely to express actual economic 
commitment or sacrifice in terms of current 
dollars more closely than does original re- 
corded cost. The second approach, the in- 
come route, accepts the view emphasized by 
many economists to the effect that present 
values of production facilities and other ob- 
jects of valuation represent the sum of the 
values of the uses or results which may be 
expected to flow from such facilities or ob- 
jects through the term of their effective 
existence, appropriately discounted to date. 

This statement may seem to oversimplify 
the situation somewhat, particularly in that 
it makes no definite provision for liquidation 
or salvage values and a number of other 
special problems. The writer believes, how- 
ever, that all so-called bases of valuation and 
types of values can reasonably be listed un- 
der the two general heads indicated. The 
enterprise under consideration in this dis- 
cussion, it may be added, is the typical going 
concern, not the business on the verge of 
liquidation. 

The emphasis upon cost values in account- 
ing is inevitable. The accountant’s raw ma- 
terial are particular transactions and re- 
lationships, and the values of the enterprise 
he is serving first come to his attention for 
the most part in the form of explicit costs 
attaching to specific factors and facilities. 


It is the accountant’s function, to begin 
with, to assist in the process of effective in- 
ternal administration of the business, and 
this evidently requires the tracing of the 
funds of the enterprise as they become repre- 
sented by definite terms and classes of ma- 
terials, equipment, etc. Further, the ac- 
countant must concentrate upon costs for 
the reason that no other approach is prac- 
ticable in the majority of situations with 
which he must deal. It may be entirely 
proper as a matter of underlying theory, and 
may even be helpful in the formulation of 
policy, to conceive of a specialized factory 
machine as the embodiment of the series of 
uses which the machine may be expected to 
yield during its economic life, and to view 
the value of the machine at any point of 
time, correspondingly, as the amount of the 
prices of such uses, discounted to date; but 
it is surely quite obvious that conditions are 
seldom such as to make it feasible to measure 
machine values in this manner for the pur- 
pose of making records and reports. A spe- 
cific productive facility can not, as a rule, 
be interpreted as the equivalent of an in- 
terest-bearing contract with the customers 
of the enterprise. All we know about the eco- 
nomic character of the machine is its cost at 
various points of time coupled with facts as 
to its use and condition. The business con- 
cern in acquiring a unit of equipment of 
course assumes that there is at least a 
reasonable expectation of profitable utiliza- 
tion, but there is no precise matching of a 
discounted series of incomes with cost in 
reaching a conclusion. It is recognized that 
each productive facility, as an element in a 
complex of factors, should make its con- 
tribution to business income, but it is also 
recognized that it is usually mere assump- 
tion to assign any particular segment or 
amount of business income as realized to the 
specific facility. Even our cost accountants 
—who have more nerve in general than any- 
one else in the accounting field—do not 
attempt this hopeless task. The gap be- 
tween enterprise income in a particular 
period and individual contributing factors 
is too wide to be bridged by any scheme of 
accounting, however elaborate. And even 
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were this problem to be met successfully it 
would still leave us with the difficulty of 
estimating the future incomes of specific 
factors! It may be added that any interpre- 
tation of business assets primarily in terms 
of income concepts is bound to be unsatis- 
factory and inadequate for purposes of 
accounting. 

When, however, interest is shifted from 
the value of the particular facility to that 
of the going concern as a whole the sig- 
nificance of the cost approach fades appre- 
ciably and income assumes a position of 
importance. It is precisely at this point, in 
fact, that the contrast between asset valua- 
tion and enterprise valuation lies. The busi- 
ness enterprise, not the particular facility, 
is the essential unit in terms of which busi- 
ness income blooms; it is the enterprise, not 
the individual asset, which produces profits 
in our system of organization. This is not to 
deny that earnings may sometimes be 
reckoned departmentally and that some 
enterprises in the strict legal sense may not 
be significant units for income measurement. 
The enterprise, a conglomerate of facilities, 
has no value in itself except that which flows 
from its power to earn. The valuation of the 
enterprise, accordingly, is essentially the 
problem of estimating and discounting enter- 
prise income; and the bare statement of the 
problem gives an indication of the difficulty 
of dealing with it effectively in actual affairs. 

In the case of an established business the 
first step is a study of past earning records. 
In this study the period considered should be 
neither too long nor too short. A period of 
less than three years is probably too brief, as 
a Tule, to throw much light on prospective 
earning power. For one thing the difficulties 
in the way of measuring periodic net income, 
familiar to all accountants, are so great as to 
make it unwise to place great faith in a short- 
term picture, however carefully limned. In 
this connection one cannot but marvel at the 
effect on stock-market prices of the an- 
nouncement of the earnings of a single 
quarter. Apparently in speculative circles 
the tendency is naively to project the “latest 
dope,” either good or bad, into the future in 
perpetuity. On the other hand, in our con- 


tinuously changing economic fabric, it is to 
be doubted if a record of greater length than 
ten years, at the most, augments our powers 
of divination. It is cold comfort for the com- 
mon stockholders of the Illinois Central 
Railroad, for example, to recall that their 
enterprise had an unbroken dividend record 
from the 1850’s to the 1930's, as this fine 
showing augurs very little for the future. 
The trends evidenced in past performance, 
especially where persistent, are of course im- 
portant in estimating future earnings, al- 
though here too caution must be exercised, 
The widespread notion that long-continued 
trends in human affairs may be expected to 
be forever maintained is in general without 
much foundation, whether the subject be 
divorce rates or profit rates. Further, in 
studying past profit records for the light 
which they may throw upon the future, 
scrutiny of valuation and accounting prac. 
tices is important. Recorded net earnings ar 
notoriously unreliable and of varying signif: 
cance depending upon the circumstances 
their determination. Among matters requir. 
ing special attention in this connection are: 
(1) treatment of organization and develop- 
mental charges; (2) inventory policies; (8) 
maintenance and depreciation, depletion, 
and amortization. The subject of unusual 
losses and profits, and of changes in the 
nature of the activities of the enterpris 
during the period under review, should als 
be investigated. 

For a new enterprise there is of course no 
earning record to serve as a guide in valua 
tion. In this situation, however, helpful data 
may sometimes be gleaned from the past 
records of other concerns engaged in the 
same or a similar line of activity. 

The second step is the translation of the 
record of the past, carefully studied and in- 
terpreted, with proper weighting for trends, 
and tinctured by judgment in the light o 
plans and prospects, into an estimate of the 
earning power of the future. To begin with 
the effort should be directed to setting up 
range of estimates within which earnings will 
probably fall for a limited period of say five 
to ten years. Here is the crux of the problem; 
and in the nature of the case the estimate 
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prepared often can be little more than in- 
telligent guesses. Even when dealing with 
stable industries and very strongly situated 
companies, it is not safe to be too positive as 
to forthcoming events and especially as to 
that very special construction of coming 
events—the net earnings of the particular 
enterprise. The need for conservatism at this 
point is so great as to suggest that the public 
accountant has the ideal temperament for 
the task of making these estimates. Pre- 
sumably this step will involve the prepara- 
tion of underlying calculations of the volume 
of business and expenses, taxes, and other 
deductions, in more or less detail, care being 
taken to make proper adjustment for the 
increasing or decreasing charges which may 
accompany changes in gross revenue and 
methods of production. 

Assuming that a range of careful estimates 
of future earnings has been compiled, the 
task arises of converting these data into a 
judgment as to present value or worth of 
such earnings to an interested buyer. In this 
connection it is necessary to raise the ques- 
tion of the proper definition or conception of 
net enterprise income for the purpose in 
hand. There are two main possibilities (and 
a number of minor variations, which need 
not be listed here). On the one hand earning 
power may be expressed in terms of the final 
amount, after all charges, accruing to the 
residual proprietary interest, in general that 
of the common stockholder in the case of the 
corporation; on the other hand earning 
power may be stated from the managerial, 
all-capital point of view, the point of view 
of the enterprise in its entirety as an eco- 
nomic institution. In attempting to value the 
enterprise, the first conception is not fully 
satisfactory, and this is true even where the 
final definite object of valuation is the com- 
mon stock. The value of the enterprise as a 
whole, which must be estimated as a pre- 
liminary step in placing a value on the stock, 
is not affected by the nature of the sources 
of the funds supplied, by the form of capital- 
ization, except as it be assumed that con- 
tinuity of operation is jeopardized by the 
nature of the rights of those who supply the 
requisite economic capital. It must of course 


be granted that the value of the stock in a 
particular situation may be affected by the 
financial structure of the enterprise, but it 
may still be insisted that the significance of 
“trading on the equity” is a special and 
subordinate fact. Borrowing business capital 
is really an acute form of speculation in the 
value of money, and in general there is little 
relation between the worth of a shoe manu- 
facturing business, for example, and the 
value of the ability to secure creditor-capital. 
The writer believes, incidentally, that the 
possibility of increasing earnings on a re- 
sidual interest through the issue of bonds 
and preferred stock is more limited than has 
often been assumed, and that where such 
possibility exists it is usually a very tem- 
porary phenomenon. 

The treatment of taxes, particularly in- 
come taxes, is a special problem here. From 
a strict management standpoint it may be 
argued that the net earning power of the 
enterprise includes the amount which is pro- 
duced, after due allowance for all costs of 
operation, as the share of the Federal Gov- 
ernment and any other governmental units 
levying upon earnings. However, from the 
standpoint of private capital the value of the 
enterprise as a producer of taxes is not sub- 
ject to purchase and hence may be ignored. 
A more serious complication concerns the 
treatment of the capital represented by the 
current creditors not explicitly entitled to 
share in income. It seems fair to assume, in 
general, that implicit interest on such capi- 
tal, at the prevailing commercial-paper rate, 
is buried in operating charges and that an 
adjustment is in order by which the esti- 
mated amount of such interest is included 
in earning power as otherwise determined. 

The next step is a critical appraisal of all 
the tangible assets of the enterprise as they 
stand at the time that the value of the enter- 
prise as a whole is being determined. It 
would be rather pleasant to us as account- 
ants if some way of avoiding this ordeal 
could be found, but it is indispensable, as I 
shall try to show later. Book figures may be 
reasonably satisfactory for current assets, 
but the recorded data of fixedgproperty are 
usually inadequate for the purpose ofa 
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qualitative analysis of earning power. As to 
how such an appraisal shall be made no sug- 
gestions will be offered here beyond indicat- 
ing that the general approach should be that 
of a prospective buyer who sees the enter- 
prise in its present setting and who is assum- 
ing that operations will be continued in an 
effective manner. The appraiser must of 
course bear in mind the purpose of the valua- 
tion and make special adjustments for non- 
operating assets or property which for any 
reason cannot be expected to have an effec- 
tive bearing on future activity. 

Finding the “reasonable” or “fair” or 
“representative” or “significant”’ rate of re- 
turn for economic capital under the con- 
ditions prevailing in the particular industry, 
a further requirement of enterprise valua- 
tion, is a troublesome matter and at the best 
nothing more than a rough estimate or range 
of estimates is possible in most situations. 
Even to define reasonable rate is not easy. 
It is obviously not the average of existing 
rates under similar conditions; it is presum- 
ably not the lowest rate that appears to be 
holding capital in the field. Probably the 
proper conception of the rate of return to 
be used in capitalizing earning power as a 
basis for determining a fair bid for a business 
enterprise is substantially that commonly 
employed in utility rate cases—a rate suffi- 
cient to maintain capital in the particular 
field and to attract additional funds as 
needed for the normal growth of the in- 
dustry, in view of all the conditions recog- 
nized as attaching to the particular situation 
—with a little margin added to be on the safe 
side. Fortunately there are sufficient data 
available in government publications, trade 
association compilations, and elsewhere with 
respect to rates of return experienced by 
various enterprises and groups of enter- 
prises to make it possible to avoid blind 
guesses. Needless to say, care must be taken 
in interpreting reported rates and in making 
use of such rates in a particular valuation 
project. 

Comparison of estimated average future 
earnings with the average amount of tan- 
gible assets which it is expected will be asso- 
ciated with or required in the activities lead- 


ing to such earnings is next in order. If the 
amount of such assets, at the significant rate 
of return which has been determined, more 
than absorbs the estimated earning power, 
the estimated value of the enterprise is less 
than the amount of the so-called tangible 
facilities, even if it be assumed that the work 
of appraising tangibles has been done with 
the utmost of care and discrimination. In 
this case the maximum bid which can reason- 
ably be made for the business is the present 
value of the average estimated earnings in 
perpetuity capitalized at the estimated sig- 
nificant rate of return. If on the other hand 
the estimated average earnings are more 
than sufficient to clothe the tangible assets 
with adequate earnings, we are confronted 
with superior earning power, or a condition 
of intangible assets, and the measurement 
of the present value of such anticipated 
differential income must be undertaken. 

Before proceeding with a discussion of the 
final stage in enterprise valuation, a number 
of “‘accrued”’ complications should be noted. 
Often the earnings of the future, like those 
of the past, may be expected to appear as a 
fluctuating series rather than as astable 
stream. The assets to be associated with the 
various periodic increments of income may 
likewise be assumed to vary somewhat in 
character and amount. To attempt, how- 
ever, to take these features into account in 
the valuation process, other than as elements 
in rough averages, would be clearly un- 
reasonable in view of the inherent limitations 
involved. It should also be remembered that 
in the final computations adjustment must 
be made for the difference if any between the 
amount of the average tangible assets as- 
sumed for the future and the amount of such 
assets actually available to be taken over by 
the buyer. In this connection the matter of 
non-interest-bearing current liabilities may 
again be referred to. If the estimated future 
earning figures employed do not include an 
allowance for the implicit interest on the 
average of such liabilities assumed for the 
future, the average amount of the tangible 
assets used in the calculation of differential 
earning power should be reduced by the 
amount of such liabilities. 
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Another complication is the matter of ex- 
cess working capital. It is a familiar fact that 
a concern may possess items of plant which 
are in whole or in part unutilized or ineffec- 
tively utilized, and assuming that this con- 
dition may be expected to persist such assets, 
even if they are to be taken over at salvage 
value, should not be considered in the quali- 
tative measurement of earning power. Simi- 
larly an enterprise may have a large backlog 
of purchasing power in the form of market- 
able securities and bank balances which can 
hardly be said to be effectively employed, in 
total, in the main activities of the business. 
In such circumstances an estimate must be 
made, as in utility valuation cases, of the 
amount of working assets which can reason- 
ably be assumed to be required in connection 
with the realization of the estimated income 
in the future. Then in estimating future 
earnings any income earned on excess current 
resources should be excluded, and if the ex- 
cess resources are actually to be taken over 
in the acquisition of the business a cor- 
responding amount must be added to the 
estimated fair purchase price as otherwise 
determined. The estimate of working capital 
required, it may be added, should be liberal 
and should recognize the need of substantial 
cash reserves. A reasonable cash balance, 
under the circumstances which make it good 
management to maintain such a balance, is 
as productive and as vitally connected with 
operations as the necessary stock of raw 
materials. 

Let us now return to the question of the 
valuation of differential or superior earnings. 
The first consideration to be emphasized is 
the fact that earnings in excess of a reason- 
able rate of return on the tangible assets to 
be employed are likely to persist for only a 
short period, or, to put the matter more 
pointedly, that an investment can safely be 
made in anticipated excess profits only on 
the basis of a very conservative judgment as 
to the duration of such profits. There is such 
a thing as competition, and the hazards of 
business operation in other respects are com- 
monly very real. Long-standing exceptional 
profit rates—ignoring those artificially pro- 
duced by arbitrary treatment of assets and 


expenses—are a rarity. Further, the per- 
sistence of superior earnings in a given case 
may be due not to the conditions and factors 
which were present a few years before when 
the business was acquired, but to new cir- 
cumstances and developments; and while a 
buyer may reasonably be willing to pay in 
cash or equivalent for the peculiar momen- 
tum which a business has achieved to date, 
he is not justified in investing in future earn- 
ings which may result from conditions not 
present at the time of purchase, especially 
where these may require additional effort 
and expenditure later. Accordingly the layer 
of anticipated excess earnings, isolated as 
outlined above, should in general be given 
a life of five years or less. 

What rate should be applied to the series 
of estimated differential incomes in discount- 
ing the series to a present value? The reason- 
able rate applicable to tangible asset require- 
ments, or a rate commensurate with the 
greater risk which may be assumed to be 
involved? If the duration of the top layer of 
earnings is very conservatively estimated, it 
might be held that the investment ia such 
earnings is no less secure than the invest- 
ment in the layer matching the tangible 
assets and that the same rate of return may 
therefore be assumed in both cases. On the 
other hand, there is something to be said for 
the view that excess earnings are always 
more perilously situated than normal in- 
comes and that a double dose of conserva- 
tism is desirable in estimating amounts 
which may reasonably be invested in prospec- 
tive earnings of this type. From this stand- 
point the application of a substantially 
higher rate in the process of discounting the 
top layer is justified. 

In these comments on the process of valu- 
ing the enterprise the view is accepted that 
the so-called intangible assets—Canning’s 
master valuation account—represent merely 
the excess of the value of the enterprise as a 
whole over such part of this value as may be 
imputed to the recognizable or tangible as- 
sets. According to this view, in other words, 
the intangibles are the reconciling element 
between the sum of the values of the business 
taken in terms of definite objective elements, 
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item by item, and the value of the organized 
institution. The view has also been accepted 
that intangibles are based on a residuum of 
income, that no intangibles exist where the 
entire earning power is absorbed by the or- 
dinary assets. It is of course theoretically 
possible to conceive of a business (as the 
Board of Tax Appeals seems to have done in 
a few cases) which has an earning power of 
less than a reasonable return on assets and 
which nevertheless has actual intangible 
values, but this means the exclusion of active 
and necessary assets from normal relation to 
earnings and appears to be an unworkable 
approach. One of the many natural sequence 
assumptions of accounting is that which con- 
siders income as first to be imputed to capital 
requirements as reflected in typical assets 
and second to imponderable circumstances 
and conditions inhering in and focusing upon 
the particular enterprise in its peculiar 
setting. 

(This statement of the situation may be 
objected to on the ground that it draws too 
sharp a distinction between tangible and in- 
tangible assets as ordinarily understood. As 
Professor Hatfield has pointed out, even land 
might be viewed as an intangible since land 
ownership consists simply of certain rights 
granted with respect to the use of a specified 
portion of the earth’s surface. It is no doubt 
true that such definite factors as franchises, 
patents, and other recognizable monopolistic 
privileges may be independent objects of 
valuation under some circumstances and 
may be assumed to have a relation to earn- 
ing power not utterly different from that 
indicated for the tangible assets.) 

In concluding this rough outline I would 
like to emphasize the fact that the measure- 
ment of intangibles, the appraisal of cor- 
porate securities,' and the valuation of en- 
tire business concerns are essentially a single 
problem. In each case the same estimates are 
required, the same factors must be con- 
sidered, the same computations must be 
made. Further, an appraisal of tangible as- 


‘ It is recognized that the market value of a stock in 
a particular company may be affected by the dividend 


policy, and various other factors not given attention 
here. 


sets is a necessary part of the process, par. 
ticularly in connection with the qualitative 
interpretation of earning power. 

May I also emphasize the need for mor 
critical and conservative appraisals of busi- 
ness concerns both in connection with out. 
right purchase and sale of entire enterprise 
and in connection with investment activities 
as exemplified in the organized markets for 
securities and elsewhere. Certainly careless 
overevaluation was in evidence on every 
hand during the so-called boom period o 
1925-1929, and the inclination to don the 
rose-colored glasses is again apparent in 
financial circles. In many of the cases of 
merger and consolidation, of course, the 
nominal price paid for constituent com- 
panies was not on a cash basis, and the in- 
flation was accordingly more apparent than 
real; nevertheless the actual prices paid— 
especially in terms of the market values at- 
tached to the new securities issued—wer 
often ridiculously high. No wonder that the 
owners of a host of small, local corporations 
were tempted to dispose of their companies 
to those who were quite sure that two plus 
two was much more than four! 


COMMENTS ON PROFESSOR PATON’ 
PAPER BY S. J. BROAD 


Professor Paton’s paper is a thoughtful 
and thought-provoking summary of the ap 
proach which must be made in appraising 
the value of an Industrial Enterprise. He has 
not exaggerated the difficulties and I am 
sure that, in the time allotted him to cover 
so important a subject, he has had less diff- 
culty in determining what to say than in 
deciding what to leave out. 

In dealing with a subject such as this it 
seems to be customary to start with 4 
definition. What is “‘value’’? Dr. Seligman 
in his “Principles of Economics” defines it 
as follows: 


Value is the Latin term corresponding to the 
Saxon “worth.” The fundamental idea which 
underlies worth is capacity to satisfy a want. If 
we need a nail and find a broken one, we say that 
it is worth nothing—that it is valueless, or not 
valuable, for our purpose. Value, or worth, thus 
implies usefulness or utility .. . 
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As a preliminary definition, then, we may say 
that the value of anything is the expression of 
our estimate of its utility, meaning by utility its 
capacity to satisfy human wants. 


Value is then a matter of judgment—“‘our 
estimate.”’ It is both subjective and objective 
—subjective because it is influenced by the 
existence of human wants which are ex- 
traneous to the article; objective because the 
ability to satisfy those wants depends on 
the capacity and condition of the article 
itself. 

In measuring the value of an industrial 
enterprise I am inclined to think that the 
subjective approach to the problem is of 
even greater importance than the objective. 
To make my point clear let me use as an 
example a very simple form of property 
real estate—and illustrate by reference to an 
imaginary piece of property, say on the lower 
East Side of Manhattan Island. 

If we go back far enough we can visualize 
an attractive countryside, green grass, 
hedges and a few trees. The land, if used, 
was of value for cattle-grazing or, perhaps, 
as the scene of Sunday evening strolls. As 
time passed the town spread northward; 
attractive residences were built with plenty 
of land around them. People continued to 
move north, the limited amount of land 
available necessitated increased utilization 
of what land there was. Values went up and 
with them perhaps taxes. The owner was 
forced to sell part of his plot as the limited 
use of it for a single two-story residence was 
uneconomic. Several houses were built on the 
land formerly occupied by one. 

Our attractive residence, though con- 
structed to stand the ravages of time, was no 
longer suitable to the changed conditions. 
It lost value as a residence as stores and 
factories moved into the neighborhood. All 
this time the land was the same land but it 
had increased tremendously in value; the 
residence had declined. To make greater 
utilization of the space possible, buildings of 
several stories necessarily took the place of 
the two-story residence. The land reached 
its zenith but with the movement of popula- 
tion still further north fewer people passed 
the stores, or perhaps the economic status 


of the neighboring population changed. The 
rental value of the property decreased as its 
utilization declined and the land went down 
in value as a result. 

I have used this example to bring out the 
point that intrinsically the land and our 
original residence remained the same but 
their values went up or down relatively to 
the degree of utilization to which the land 
could be put and the ability of the building 
to provide that utilization. If the building 
did not measure up it became uneconomic 
and lost value. Objectively the property was 
unchanged but subjectively its value was 
dependent on ability to render service or 
utility and this in turn was measured in 
terms of money by earning power, the return 
expected to be realized from the use of the 
property. 

Real estate is a simple form of capital; 
but the same underlying principles of valua- 
tion apply to industrial enterprises. As Pro- 
fessor Paton has pointed out, the physical 
elements of the properties and their intrinsic 
value are only one, and not the most im- 
portant, consideration. The cost of replace- 
ment value of the properties of an enterprise 
may be considerable, but the enterprise as 
a whole possesses value only in proportion 
to its ability to supply human wants and 
thus create reasonable and continued profits. 
In an attempt to measure this ability numer- 
ous factors, physical, economic, and social 
and human, must be taken into considera- 
tion, and I shall attempt to state some of 
them. 

Among the physical factors are: 

1. The condition of the property; 

2. Its ability to continue to produce eco- 
nomically and efficiently from a com- 
petitive standpoint; 

. Various engineering questions such as 
whether the plant is designed so as to 
facilitate future enlargements; the 
modernness of apparatus and appli- 
ances and their adaptability to changes 
in technical processes; 

. The location of the plant in relation to 
raw material supply, to labor supply 
and to markets. For example, a com- 
pany manufacturing scientific instru- 
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ments would, other things being equal, 
have a better chance of continued suc- 
cess in Rochester than in Atlantic City. 
Some of the best fruit-producing land 
in the world is located in the interior of 
British Columbia, but owing to the 
distance from large markets its value 
is much less than that of poorer land 
elsewhere. 

Zconomic factors are no less important. 
The position of the industry in relation to 
competing industries and competitive con- 
ditions within the industry itself; the pos- 
sible effect of changes in local taxation or in 
tariffs, on the costs of raw materials and 
products; the organization of the industry 
as to price control and labor relations; any 
or all of these may have an important bear- 
ing on the continued profitableness of the 
enterprise. 

Some of the most far-reaching and funda- 
mental conditions relating to an industrial 
enterprise in our complex modern civilization 
are human and social in their nature. Every 
successful business must have a sound reason 
for its existence and that reason is found 
ultimately in the satisfaction of human 
wants. But wants change, as do the habits 
of a people. The importance of such changes 
is seen in the effect of fashions on the cotton, 
silk and rayon industries and the shifting of 
business from one to the other. Again the 
increased use of automobiles has had an 
important bearing on the earnings of rail- 
road companies. 

Another important human factor is the 
quality of the organization itself. Andrew 
Carnegie claimed that his organizations were 
worth more to him than his plants. The best- 
geared business must have motive power 
and that motive power is supplied by man- 
agement both directly and by the permanent 
impress which management makes on the 
organization, an impress which will continue 
to last even after the management itself may 
have changed. 

It may perhaps be a fair comment to make 
that the various factors to which I have re- 
ferred are already reflected in the financial 
statements of an enterprise and particularly 
that the effect of these factors will have 


shown itself if the earnings over a period of 
years are considered. That is true; but only 
to a limited extent. Many of the changes are 
gradual and their effect may not be notice- 
able for some time. Financial statements are 
a reflection of the past; they are primarily 
historical. It is when they are used as a 
measure of the future (and financial state- 
ments reflecting the part are too often used 
naively for this purpose)—it is when they 
are so used that changing or changed con- 
ditions may sometimes make them inade- 
quate if not actually misleading. 

Moreover historical statements merely re- 
flect the effect of changes that have occurred 
or are occurring. Value as a measure of fu- 
ture utility must be projected into the future 
in an attempt to weigh the effect not only of 
changes which have taken place but of those 
which are likely to come. There is a large 
element of the unknown. Civilization is not 
static. Processes change; habits change; eco- 
nomic factors such as tariffs or government 
regulation are subject to sudden change; and 
any one of many human or physical or eco- 
nomic changes may throw the enterprise 
into difficulties or materially alter its finan- 
cial condition and earning capacity. While 
confidence in the ability of the organization 
and its management to keep pace with nor- 
mal changes is an important element in any 
appraisal of the value of an enterprise some 
conditions are outside the control of man- 
agement and may render it impotent. 

While I have emphasized extraneous fac- 
tors which may have an influence on the 
earnings and, therefore, on the value of a 
industrial enterprise I do not wish to leave 
the impression that I think that asset value 
and physical condition are unimportant, or 
that past performance should not be used 
as a guide to the future. On the contrary 
adequate plant investment, a sufficiency of 
working capital and propercapitalization are 
essential to the continuation of the enter- 
prise and their existence can only be deter- 
mined by reference to the balance sheet. 
Earning power, moreover, is of crucial im- 
portance for valuation purposes and past 
performance must be used as a basis for 
measuring prospective earning power. My 
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point is that other factors which may have 
an important effect on the continuance of the 
earnings should also be taken into consider- 
ation. 

It must be admitted that it is not possible 
adequately to set forth in financial state- 
ments the various conditions under which an 
enterprise operates or to show what has been 
their effect on its operations. Particularly is 
it necessary to point out that financial state- 
ments, prepared and presented as a historical 
review or accounting by the management, do 
not purport to contain much of the informa- 
tion necessary in making a valuation of the 
enterprise. It is well that this should be 
understood by the investing public. Finan- 
cial statements are probably the most effec- 
tive means by which to measure the com- 
petence of management and the progress 
made from year to year but for investment 
purposes information is also necessary on 
other matters. It would be unfortunate if 
the present trend in security legislation 
should lead investors to place their full re- 
liance on historical financial information as 
a guide to present values or to future earning 
power, to the extent, perhaps, of minimizing 
the importance of other influences or of be- 


lieving that losses on investments can be 
eliminated. 

An industrial enterprise is much like a 
ship. The ship may be well constructed, her 
cargo carefully stowed and her navigation 
perfect. She may be sailing a well-charted 
sea in all serenity. But suddenly a cloud 
appears on the horizon, a storm arises, the 
ship is buffeted and beaten. She may be 
thrown off her course, be delayed or possibly 
disabled. If the storm is severe enough she 
may, perhaps, be wrecked. So with an in- 
dustrial enterprise. 

Accountants, I believe, have a duty to 
educate investors and the public generally 
so that they will realize the true value of 
financial statements, but retain a proper per- 
spective as to their unavoidable limitations. 
From a long-range point of view accountants 
will not promote their own interests by en- 
couraging unwarranted views as to the effi- 
cacy of the statements. Financial statements 
are of prime importance; but we should not 
claim that they will give the investor all the 
information that he needs to have in apprais- 
ing the value of an industrial enterprise or 
that the most complete and honest financial 
statements can prevent investment losses. 


STOCK EXCHANGE LISTING REQUIREMENTS, 
AND PUBLICITY 


FRANK P. SMITH 


A. SCOPE OF LISTING REQUIREMENTS 

TOCK EXCHANGE listing requirements in 
S the United States, prior to 1934, were 

formulated by individual exchanges, 
each exchange acting on its own initiative 
and authority. This had been the practice of 
American stock exchanges since listings first 
began to be important in the 1860’s. The 
great London Stock Exchange followed the 
same practice and still decides such ques- 
tions according to its own rules. In contrast 
are the Continental exchanges, such as the 
Paris Bourse and Berlin Bourse, which have 
had listing requirements, formulated by 
legislative bodies, imposed upon them for 
administration. 


The practice of having varying types of 
listing requirements on the part of different 
exchanges has led to abuses and laxities, both 
in the enactment and in the administration 
of such requirements. These variations can 
not be considered here but it is sufficient to 
state that such variations existed to an ex- 
tent sufficient to justify legislative action 
The legislation intended to correct these de- 
fects is included in the Securities Exchange 
Act of 1934. Two separate measures have 
been taken: (a) exchanges have been classi- 
fied into two groups, ““exempted” and “‘regis- 
tered,”’ and (b) uniform listing requirements 
have been prescribed for each group. The 
experiences of the past in this country, in 
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England, and on the Continent were con- 
sidered in the drafting of this legislation, but 
the provisions of the Securities Exchange Act 
of 1934 cannot be directly compared with 
foreign legislation for the regulation of ex- 
changes. 

The provisions of the Securities Exchange 
Act of 1934 relating to listing requirements 
do little more than direct the administering 
Commission to establish uniform require- 
ments. Certain restrictions are imposed by 
the Act, but the drafting of such listing re- 
quirements is largely left to the discretion of 
the Commission. 

The problem of the Securities and Ex- 
change Commission with respect to the list- 
ing requirements of exchanges may be 
divided into three distinct parts: (a) the 
Commission is constantly faced with the 
problem of deciding how much information 
is needed and how far it may go in demand- 
ing such information; (b) the Commission 
has been instructed to prepare “forms” 
which will embody the specific questions to 
be answered by applicants; and (c) the Com- 
mission may supervise the work of listing 
committees of the individual exchanges. This 
latter power is limited, provided exchange 
officials carry out the terms of the Act. How- 
ever, Section 19 authorizes the Commission 
to deny registration to a security, but only 
after a notice and an opportunity for hearings 
have been given. 

The purposes of listing requirements are 
commonly misunderstood, and the usual 
error is that of attributing to them regula- 
tory powers which they cannot possibly 
possess. So far as a formal statement of the 
aims of listing requirements is concerned, 
the following three points cover the under- 
lying purposes of both the actual require- 
ments and the work of listing committees: 

1. To further the aim of creating a free 

and open market; 

2. To provide assurance of the genuine- 

ness of the company issuing the securi- 

ty, and of the genuineness of the par- 
ticular issue listed; 

. To provide information for dealers, 

speculators, and investors in securities. 

Possibly all three points listed above might 
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be included under the first point, namely, the 
creation and maintenance of a free and open 
market. 

An open market! implies that all the in- 
formation essential to an immediate judg. 
ment of a security issue is available to all 
persons who buy and sell securities. Details 
regarding the legality of the issue and of the 
company would be included under this head- 
ing as well as facts relating to the financial 
set-up and history of the company. 

The activities of the listing committee of 
any stock exchange are, and have been, rather 
closely restricted. Assertions are made to 
listing committees by persons interested in 
securing trading privileges for certain se- 
curities. The group presenting the applica- 
tions take, practically, the role of a seller. 
The stock exchange is not, of course, buying 
the securities. However, it is, through the 
activities of its listing committee, weighing 
certain features of the company and of the 
particular issues involved. The persons seek- 
ing application, as a consequence, attempt 
to meet the conditions laid down by the list- 


1 When markets are considered in a general sense, the 
argument that free markets involve publicity may be 
denied. The markets for many kinds of commodities 
may be open and free, in the general sense, and they 
may be conducted with little, if any, publicity. In such 
cases the commodities which are being sold are avail- 
able for examination. Further, the commodities can be 
examined by experts, on the basis of physical appear- 
ance, and fairly accurate conclusions can be drawn. In 
such cases publicity would have the result of attracting 
possible buyers and sellers to the market—in other 
words, would serve as advertising, but would not enter 
into the reasoning of experts. 

The evaluation of a stock certificate, on the other 
hand, is based partly on publicity and partly on fore 
casts which are, in turn, based on publicity. Publicity, 
in this sense, means the publication, or at least the pres- 
entation to stock and bond holders, of certain essential 
information. This information is of three types: that 
concerning current operations, that concerning current 
financial position, and that concerning unusual occur- 
rences reflecting on a company’s position and future 
operations. 

It is, practically, impossible for an investor to make 
an examination of a company which would correspond 
to the examination, made by an expert, of commodities. 
Such an examination of a company would entail ex- 
haustive researches by engineers, accountants and 
lawyers. In lieu of such first-hand information investors 
and traders rely on the information published by the 
particular company under consideration. When this 
information concerning operations, financial conditions 
and unusual occurrences is not made public, there is 
little likelihood of an open market developing in the 
securities of that company. 
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ing committee, and this committee has very 
little power or desire to investigate the truth 
or falsity of such claims. 

Details concerning the legality of a com- 
pany and of the issue for which application 
is being made will serve as an example of the 
difficulties which an exchange would meet, 
should it attempt to make direct investiga- 
tions of statements contained in a listing 
application. For the listing committee to 
determine, independently, the validity of 
such an issue and of the issuer would involve 
detailed investigations by lawyers and other 
experts. Instead of such an independent con- 
frmation, the exchange accepts statements 
by officers and counsel. If such statements 
should be false the exchange does not con- 
sider itself liable for negligence, since the 
listing committee accepted the assertions of 
the company officials, supported by opinions 
of competent counsel. Any action for re- 
course would need to be taken against the 
company listing the securities. 

The work of listing committees is intended 
to further the operations of open markets in 
the interest of investors, traders and specu- 
lators. Listing committees have taken the 
stand that their listing requirements operate 
to protect investors and others through per- 
mitting only legally formed companies to 
list legally issued securities, et cetera. At the 
same time it has been pointed out that the 
power of listing committees actually to in- 
vestigate issues offered for listing is sharply 
limited. Listing committees are not respon- 
sible for the authenticity of reports and 
statements beyond requiring opinions of 
reputable and able persons.’ 

The investigation into the operations of 

* This was particularly true, prior to 1934, when an 
application was made for an additional rather than for 
an original listing. In the case of an additional listing of 
Commericial Alcohol Corporation stock, the Chairman 
of the Listing Committee of the New York Stock Ex- 
change, Mr. Frank Altschul, testified as follows: “In 
the case of an application of this sort, . . . the questions 
that are asked by the committee of the executive secre- 
tary, who has all of the documents in charge, are to 
determine whether all of the papers have been placed on 
file, whether the opinion of counsel is in order, whether 
the documents that have been filed with us substanti- 
ate the printed material that is in the listing applica- 
tion.” Reported in Hearings before the Committee on 


Banking and Currency, United States Senate, Stock 
Exchange Practices (1934), pt. 13, p. 5965. 
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the New York Stock Exchange’s listing 
committee, which was conducted by a Senate 
Committee, 1933-1934, uncovered several 
instances where this listing committee had 
quite obviously not administered its own 
requirements. The testimony heard before 
the Senate Committee has been given wide 
publicity and the details of the various cases 
need not be given here. One of the important 
cases involved an issue of shares of American 
Commercial Alcohol Corporation’ which was 
listed during the summer of 1933. Part of 
this issue was to be used to pay for stock of 
a newly formed company and no balance 
sheet of the new company was called for. 
The investigators pointed out that a balance 
sheet of the new company was in the hands 
of the Exchange officials before the issue was 
finally listed but was not brought to the 
attention of the listing committee. This 
balance sheet was of such nature that it 
would (or should) have placed the committee 
on its guard and the issue perhaps would not 
have been listed. Another case in which the 
listing committee was found careless was a 
listing of an issue of General Theatres Equip- 
ment, Inc., which involved a mark-up of 
$26,000,000.4 

The methods mentioned above have not 
been materially changed with the passage of 
the Securities Exchange Act of 1934. The 
“forms” of the Commission require certain 
questions to be answered, and the answers 
to these questions will be sent to the ex- 
changes on which listings are sought. It is 
true that the Commission’s forms represent 
more searching inquiries into the history of 
companies than did most of the listing state- 
ments in use prior to 1934.5 However, the 
actual work of checking sworn statements 


3 See testimony of Mr. Frank Altschul, reported in 
Hearings before the Committee on Banking and Cur- 
rency, United States Senate, Stock Exchange Practices 
(1934), pt. 13, pp. 5963-5975. 

4 See testimony of Mr. Harley L. Clark, reported in 
Hearings before the Committee on Banking and Cur- 
rency, United States Senate, Stock Exchange Practices 
(1933), pt. 6, p. 3201. 

5 The information required by the Commission cor- 
responds closely to that formerly required by the New 
York Stock Exchange and the Chicago Stock Exchange. 
Remunerations to officers and directors and details of 
underwritings are the important additions to the re- 
quirements of these two exchanges. 
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still devolves on listing committees of the 
individual exchanges and it is as difficult for 
a listing committee to determine the validity 
of companies and of specific issues under the 
provisions of the Securities Exchange Act of 
1934 as before. 

American laws are frequently criticized 
and European methods eulogized as superior 
to our own, and this is particularly true in 
the matter of forming companies. So far as 
listing requirements are concerned, the exist- 
ence of more or less stringent regulations 
concerning the formation of companies is of 
little importance. Individual exchanges, 
prior to 1934, and the Commission since that 
date, require certain documents to be pre- 
sented indicating the legality of an applicant 
company. Thus Section 12 (2) of the Securi- 
ties Exchange Act of 1934 requires that 
“Such copies of articles of incorporation, by- 
laws, trust indentures, or corresponding 
documents by whatever name known, .. .” 
be presented “‘. .. as the Commission may 
require as necessary or appropriate for the 
proper protection of investors and to insure 
fair dealing in the security.”’ There is no re- 
quirement that the listing committees do 
more than administer the actual demands of 
the Commission as set forth in the various 
“forms.” 

The method of checking on the legality of 
companies and issues by exchanges, as men- 
tioned above, corresponds to the methods 
used abroad. In England, for example, com- 
panies are organized and operated under the 
fairly stringent provisions of the Companies 
Act, 1929. When companies apply for official 
quotations on exchanges they are asked to 
submit documents indicating their compli- 
ance with the terms of the Companies Act. 

Much the same procedure is used by 
French and German exchanges as that men- 
tioned in the case of English exchanges. 
Companies are formed and operated in 
France and Germany under governmental 
regulation and, when applications to list are 
made, exchanges demand documents which 
show that the applicants have complied with 
the provisions of their respective company 
laws. Thus there is seldom any independent 
verification of the legality of companies or 


issues and the work of listing committees js 
confined to securing copies of certain docv- 
ments. The fact that the laws regulating the 
formation of companies are either lax o 
strict causes no change in the procedure o 
listing committees. The same documents ar 
required in either case. 


B. PUBLICITY FOR LISTING APPLICATIONS 


Objections arise to the procedure outlined 
above because of the publicity which at. 
taches to listing applications. Certainly, the 
publication of facts concerning the securitie 
listed on exchanges and concerning securities 
for which application is being made is one 
of the most important functions of stock 
exchange listing requirements.’ The ap. 
praisal of securities necessarily depends on 
information and an exchange can only hope 
to maintain an open market through the 
publication of facts concerning the securitie 
traded on that particular exchange.’ Th 
fact that information is essential to an open 
securities market can hardly be disputed. 
The point at issue relates to the agency 
whose duty it is to furnish this information. 

If we assume that information is essential 
to an open market, and if we assume that 
the information which is needed is a com 
plete statement of facts regarding listed 
companies, then it seems that corporations 
should furnish the necessary information to 
interested parties and to the public. It is at 
this point that the argument breaks down 
The officials of the majority of companies it 
the United States have displayed a singular 
reticence with respect to the operations d 
their companies. This reticence, in mos 
cases, is based on the fear of competition 
Corporate officials admit, as a theoretical 
question, the right of stockholders to be ir 
formed of the operations of the companies it 

6 “One of the prime concerns of the exchanges shoull 
be to make available to the public, honest, complete, 
and correct information regarding the securities listed. 
Senate Report No. 1455, Stock Exchange Practice 
(1984), p. 68. 

7 It is regrettable that more publicity for the opert 
tions of companies is not required by the corporatiot 
laws of the various states. Few states have providel 
even for the publication or distribution to stockholder 

of balance sheets and income statements. The amen¢- 


ment added by Pennsylvania to its corporation law it 
1933 is an initial step in this direction. 
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which they have invested. But, as a practical 
matter, the officials hesitate to put the facts, 
in readily understandable form, into state- 
ments, because of their fear that competitors 
will receive and benefit by such information. 
This feeling has been well stated in testi- 
mony before an English committee regard- 
ing the publication of balance sheets: such 
publication would ‘“‘work an infinity of mis- 
chief . . . would deal a death blow to limited 
liability ... would give the system such a 
shock that it would go out of fashion... 
(because a company) could not... trade 
remuneratively if competitors knew its re- 
sults.’’® 

In certain cases the fear that competitors 
will benefit from information disclosed to 
stockholders deserves due recognition. How- 
ever, the fear of allowing competitors infor- 
mation about business organizations does 
not seem to warrant the general policy of 
secrecy which has been maintained by cor- 
porate officials of the United States.® 

The situation is that information which is 
essential to an open market should be sup- 
plied by the companies whose securities are 
listed. The officials of a large proportion of 
these companies refuse to furnish this in- 
formation. The result has been that ex- 
changes have taken the initiative and either 
furnished to the public the information re- 
ceived from the listed corporations or have 
required, as a condition of listing, that listed 
companies furnish the information on their 
own account. 

The stock exchanges in the United States 
are handicapped, in this matter of publicity, 
as compared with the leading foreign ex- 
changes. In England, for example, the pub- 
licity which is to attach to the formation of 
companies and to their periodic reports is 
furnished through the provisions of the Com- 
panies Acts. Thus at least the shareholders 
of a particular company receive at first hand 

® Testimony of Lord Wrenbury before the House of 


Lords Committee, Parliamentary Papers 1X (1898), p. 
392. 


® Exchanges have had to deal with this policy of non- 
disclosure in (1) determining the information to be in- 
cluded in listing statements, (2) in their programs to 
secure published statements, and (3) in their cam- 
paigns to secure more detailed and adequate statements 
for security holders. 
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the information desired for evaluation pur- 
poses.!° However, there are exceptions to this 
generalization. The Companies Act, 1929, 
requires full publicity for issues sold to the 
public and described in prospectuses. Where 
an issue is sold privately without the aid of 
a prospectus, and is subsequently offered for 
official quotation, the London Stock Ex- 
change requires the issuing company to pub- 
lish, in the form of an advertisement, certain 
facts prescribed by the Exchange. This latter 
form of publicity compares, to some extent, 
with the publicity afforded the public by 
American exchanges, although American 
listing statements are merely furnished to 
newspapers and journals and excerpts or 
digests quoted. American exchanges do not 
require that listing statements be reproduced 
in advertisement form. 

The regulations of the Berlin Bourse offer 
another illustration. The applicant is re- 
quired to publish in specified journals the 
listing application and prospectus accom- 
panying the application. However, the in- 
formation included in such publications 
largely relates to the formation of the com- 
pany, rather than to the financial operations 
of the company, or its situation at the time 
of listing. This method has severe limita- 
tions, but such limitations are to be found 
more in the choice of items advertised than 
in the manner of publication. 

The information which is included in a 
listing statement, under the regulations of 
the Securities and Exchange Commission, is 
very complete. In most cases this informa- 
tion is also voluminous and the task of pre- 
paring copies of the listing statement for dis- 
tribution to the public would represent a 
great expense. The statements are likewise 
too large for publication in the form of ad- 
vertisements. The Securities Exchange Act 
of 1934 provides, at the discretion of the 
Commission, for the publication by listed 
corporations of periodic reports, but there 
is nothing in the Act which requires that 
listing statements be published. 


10 The amount of information given to shareholders 
of English companies is commonly over-estimated. A 
brief balance sheet, surplus statement, and meaning- 
less income statement are all that are required. 
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The task of circulating listing statements 
to interested parties would be a difficult one, 
though perhaps no more difficult than the 
circulation of prospectuses under the Securi- 
ties Act of 1933. When the importance of 
listing applications as a source of informa- 
tion is considered, it seems that dealers, 
speculators and investors might be better in- 
formed regarding newly listed securities were 
they able to secure copies of the listing 
statements. The same device as is used in the 
case of the Securities Act of 1933, namely, 
the distribution of abbreviated registration 
statements (prospectuses), might be adapted 
for use under the Securities Exchange Act of 
1934. Certainly some method should be 
adopted whereby interested parties could 
secure copies of listing statements for a 
reasonable time after the dates of applica- 
tion."! 


1. Responsibility for Published 
Information 


Another question which immediately 
arises, if we assume that exchanges are to 
take the initiative in the matter of publicity, 
relates to the quality of the information 
made public. A stock exchange is not, ob- 
viously, in a position to furnish information 
concerning a company without first securing 
the codperation of that company. The in- 
formation must be furnished the exchange 
by the company and then made public by 
the exchange. The question that arises here 
is whether or not the exchange can fairly be 
expected to investigate such information be- 
fore it is broadcast to the public. It is true 
that exchanges decline to accept any re- 
sponsibility for inaccuracies which may be 
present in such information. According to 
the opinions of exchange officials they act 
first to convince company officials of the 
necessity of providing the information and 
then they take the requisite steps to make 


1 The publication of Rule UB3 and UB4 represents a 
first attempt to meet this problem. These two rules re- 
quire that exchanges must permit public inspection of 
corporate information filed with them and with the 
Commission under Sections 12, 18 and 16. Naturally a 
large number of investors will be unable to benefit by 
this ruling. See Securities Exchange Act of 1934, Re- 
lease No. 59, December 9, 1934. 
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this material public. This role involves no 
responsibility on their part. 

The position of exchanges as indicated 
above appears to be logical, so far as the 
exchanges themselves are concerned. This 
conclusion cannot be reached when the in- 
dividuals who act on this information are 
considered. No matter how frequently ex- 
change officials may reiterate the statement 
that they do not certify the information 
made public through exchange offices, the 
fact will still remain that many individuals 
will regard the information as vouched for 
by the exchange. Quite aside from this tend- 
ency is the fact that the publicity opera- 
tions of the exchange result in disseminating 
information which might otherwise never 
have been published. The information thus 
given out is in the interest of an open market, 
but there are undesirable results if the in- 
formation made public in this fashion is 
false. 

An illustration of a foreign treatment of 
this question is found in the case of the 
Memphis, El Paso and Pacific Railroad. The 
mortgage bonds of this company were listed, 
in 1869, on the Paris Bourse. The bonds were 
well advertised and placed, and. the first 
three coupons had been paid before rumors 
caused an investigation. The Paris Bourse 
discovered that the listing application of the 
company had been falsified and the highest 
court of France pronounced the Parquet as 
negligent in not discovering the misstate- 
ments and as liable for one-fifteenth of the 
total damages.” 

The adoption, by exchanges of the United 
States, of the ruling given above would ne- 
cessitate a wholesale revision of the publicity 
requirements of our exchanges. Whether or 
not we would have a freer market as a result 
can only be conjectured. Under the present 
system we have a market which is based on 
the information given out by either the com- 
panies or the exchanges concerned. The in- 
formation which is published through the 
hands of the exchanges is largely confined to 
listing statements, while they have been 
directly influential in securing the publica- 


2 Parker, W., “The Paris Bourse,” Columbia Studies 
LXXXIX, No. 3, pp. 63-64. 
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tion of annual and quarterly statements. The 
listing statements are of great importance as 
a source of information concerning listed 
companies, and it might seem that exchanges 
should accept some responsibility for the 
information thus made public through their 
hands. On the other hand it is obvious that 
exchange officials are in no position directly 
to ascertain the truthfulness of listing state- 
ments and must rely on certified statements 
of accountants and sworn statements of 
officers and experts. The publication of peri- 
odie statements is likewise left to company 
officials, accountants and others for verifica- 
tion. The efforts of exchanges have been 
directed to the end of having periodic state- 
ments provided. The exchanges have taken 
no responsibility for their accuracy, although 
they have, in the case of the more important 
exchanges, influenced the style and presenta- 
tion of reports. 

It is difficult to see how the situation de- 
scribed above can be changed under the pro- 
visions of the Securities Exchange Act of 


' 1934. The provisions of this Act authorize 


the Commission to specify, in detail, what 
information shall be included in listing appli- 
cations. Listing committees are expected to 
administer at least'* the minimum require- 
ments set out by the Act and by the Com- 
mission. In addition to this regulation of 
minimum listing standards the Commission 
is also empowered to require listed corpora- 
tions to publish periodic reports, and to pre- 
scribe reporting methods to be followed. 
Additional publicity concerning the opera- 
tions and financial situations of corporations 
will, undoubtedly, follow from the required 
publication of reports. Likewise, additional 
information should be made public through 
the use of more stringent listing require- 
ments. 

The administration of the provisions of 
the Securities Exchange Act of 1934 will, in 
all probability, result in making public a 
greater amount of information concerning 
listed companies than has previously been 
the case. However, this does not solve the 


® Listing requirements of individual exchanges may 
exceed, in severity, the requirements established by the 
Commission. 


problem of allocating the responsibility for 
the accuracy of the information thus made 
public. It is true that there will be a greater 
use of experts and more statements will be 
certified by experts than heretofore; but 
this is merely following the same methods 
used by exchanges prior to 1934. The im- 
portant point here is that the Commission 
determines what reports shall be included 
in listing statements and the required reports 
are given to exchange listing committees. 
These listing committees have some new 
rules to administer but they have no more 
powers of investigation today than they had 
previous to the passage of the Securities Ex- 
change Act of 1934. Consequently, we must 
still rely on statements of officers and direc- 
tors and certifications by experts for the 
authenticity of information made public 
under the provisions of this Act. 

Theoretically, stock exchanges, through 
the work of listing committees, should carry 
a high degree of responsibility for the ac- 
curacy of the information made public 
through their hands. As a practical question, 
however, it seems that this responsibility 
must be thrown back upon the persons who 
certify statements and furnish information. 
The lack of investigatory powers of ex- 
changes, even under the Securities Exchange 
Act of 1934, is the important factor leading 
to this conclusion, and the existence of this 
same factor causes this conclusion to be an 
unsatisfactory one. This situation can be 
satisfactory only when traders and investors 
recognize exchange listings for what they are 
worth and cease regarding a listing as an 
indication of merit. 


2. Amount of Publicity 


The amount of material made public 
through the efforts of exchanges has, in the 
past, varied widely between exchanges. The 
efforts of the New. York Stock Exchange 
have resulted in a substantial amount of 
publicity with a smaller quantity of infor- 
mation afforded the public in respect to the 
smaller and weaker exchanges. The efforts 
of the Securities and Exchange Commission 
would have changed this situation. All 
“‘registered”’ exchanges will administer the 
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same minimum listing requirements, and all 
listed companies will be subject to the mini- 
mum regulations of the Commission. 

The amount of publicity desired is also 
related to the amount of publicity which the 
public can use. So long as the reports and 
statements of companies are presented in 
technical phrases much of the information 
which is now being published will not be 
understood by the majority of interested 
persons. This can only be remedied by a sim- 
plification and standardization of terms and 
statements.* 


44 The Securities Exchange Act of 1934 confers on the 
Commission the authority necessary to secure such 
standardization and simplification of reports. Section 
13 (b) reads: ““The Commission may prescribe, in regard 
to reports made pursuant to this title, the form or forms 
in which the required information shall be set forth, the 
items or details to be shown in the balance sheet and 
the earning statement, and the methods to be followed 
in the preparation of reports, in the appraisal or valua- 
tion of assets and liabilities, in the determination of 
depreciation and depletion, in the differentiation of re- 
curring and nonrecurring income, in the differentiation 
of investment and operation income, and in the prepa- 
ration, where the Commission deems it necessary or 
desirable, of separate and/or consolidated balance 
sheets or income accounts of any person directly or 
indirectly controlling or controlled by the issuer, or any 
person under direct or indirect common control with the 
issuer;...” 

The Commission has already taken steps to define 
accounting and reporting procedure both under the 
Securities Exchange Act of 19384 and the Securities 
Act of 1933. The New York Stock Exchange has taken 
a prominent stand, particularly since 1931, in its effort 
to secure more complete and intelligible reports and has 
secured the codperation of the American Institute of 
Accountants. Much was accomplished through the help 
of this body. However, the Securities and Exchange 
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C. CONCLUSION 


Listing requirements rank among the im. 
portant problems with which the Securities 
and Exchange Commission is faced. This 
problem includes not only the securities al. 
ready registered on exchanges" but also the 
over-the-counter markets. The regulation 
of the over-the-counter markets is another 
of the difficult tasks facing the Commission 
and perhaps some of the securities traded in 
these markets may eventually be listed on 
exchanges. Another feature is the increasing 
amounts of new securities coming into the 
market.!7 Many of these issues will be regis. 
tered on exchanges. 

The task of deciding listing policies is 
more than the formulation of questionnaires 
and forms. There must also be decided how 
much information can be presented in in 
telligible form and how much information 
shall be published. The Securities Exchange 
Act of 1934 offers, as one of its major accom- 
plishments, the possibility of improved list- 
ing practices. 


Commission is in a position to accomplish far more in 
the field of adequate reports than could any one er 
change. 

18 The total market value of all securities traded on 
national securities exchanges, including Government 
bonds, is approximately $100,000,000,000. 

16 Approximately $55,000,000,000 of securities are 
traded in the over-the-counter market. This total in 
cludes securities of states and municipalities. 

17 A total of $665,338,556 worth of securities was 
covered by registration statements which became effec 
tive during the first six months of 1935. 


LIMITATIONS ON ASSETS 


ArtHuUR H. WINAKOR 


LTHOUGH the title of this article 
would indicate that it is primarily 
concerned with assets, this is not the 

case. It is much more directly focused upon 
the liabilities including net worth, or the 
equities in those assets. These equities, 
through their priorities, their contractual 
restrictions upon the corporation and its 
assets, limit their use and disposal. They 
also indicate the participation in the assets 
as well as their earnings and losses. The true 


significance and relationships of the equities 
to the assets, as well as to one another, is 
usually obscured. Accountants particularly 
have failed to give due recognition to them. 
It is the purpose here to state these limita- 
tions on assets, to point out their signif- 
cance, and to show how serious has been the 
failure of accountants adequately to ap 
praise them in their statements. 

As well expressed by recent writers, 4 
sharp and full distinction should be made 
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between the res and the quantum of assets.! 
The assets as universally stated on the left 
hand side of the balance sheet indicate the 
res, i.e., the thing in itself, and also their 
quantum, or the sum represented thereby. 
On the other hand, the equities do not repre- 
sent specific assets, but merely restate the 
quantum thereof in their sum total so as to 
indicate the contractual relationships and 
participation in the given sum of assets. The 
equities are not tangible. They simply re- 
capitulate, in another fashion, the quantum 
of the assets so as to show certain quantita- 
tive and qualitative characteristics in their 
use and disposal which could not be shown 
by the assets themselves. But because spe- 
cific assets, either in res or in quantum are 
seldom absolutely and irrevocably dedicated 
to certain equities, the equities are not re- 
lated to the specific res. Furthermore, the 
ordinary balance sheet is wholly inadequate 
to show the correct or complete extent of 
this participation or its limitations. 

The balance sheet equation, which has at 
one time or another received a great deal of 
attention, provides a convenient starting 
point. The usual form is that Assets— Lia- 
bilities = Net Worth, or less frequently, that 
Assets = Liabilities+ Net Worth. It seems, 
however, that modern-day conditions and 
practices raise some serious doubts as to any 
form of balance sheet equation except as an 
ideal, and even then only under serious re- 
strictions and qualifications. The statements 
contained in this paragraph will be elabo- 
rated and defended in subsequent pages. 
With these thoughts in mind, attention is 
now directed to the nature of the equities 
and their limitations on assets. 

First, let us look at some of the items 
which appear among the current liabilities. 
Two items stand out from all others, namely 
Wages and Taxes. By law these are given 
distinct priorities in the assets over almost 
any other claims. To this extent, the assets, 
primarily the current assets, are restricted in 
their disposition, either for the going con- 
cern or otherwise. These priorities, which 


1H. W. Ballantine and G. S. Hills, “Corporate Capi- 
tal and Restrictions upon Dividends,” AccouNTING 
Review, Vol. x, No. 3, pp. 246 to 269, 


may extend to all assets, in essence restrict 
the current assets, and primarily the cash. 
Accountants do not set these items, which 
have superiority over others, by themselves 
to make the imposed contractual relation- 
ship clear. Of course, they could not indicate 
a segregation of specific assets; that is not 
warranted. They could, however, set such 
claims as separate and prior accounts. 
A knowledge of such accounts would cer- 
tainly be of interest to creditors. 

Then there are certain classes of liabilities, 
which are frequently funded. Thus interest 
currently payable may be set up as a fund 
with the paying agent or some bank. Such 
current obligations for interest will then be 
payable out of this fund, which in essence is 
thus a restricted fund. Nor does this re- 
lationship always appear in the balance 
sheet. In a similar manner dividends, either 
for common or preferred stock, after the 
declaration thereof, may be funded. A fund 
of cash, or an account may be created with 
some depository or agent, which will then 
assist the dividend distribution. Funds, 
either for interest or dividends, are fre- 
quently of such character as to give a definite 
priority to certain creditors, i.e., stock- 
holders or bond holders, in their use and 
disposition. 

There are innumerable possible classes of 
limitations which may be created by current 
obligations, other than those already enu- 
merated. Contracts in connection with the 
purchase of machinery and equipment, goods 
and services, and the usual operations of 
business units may vary widely; likewise, 
they may restrict to a greater or less extent 
the freedom of use and disposal of the com- 
pany assets. If any of them contain pro- 
visions differing at all from the customary 
open accounts, these restrictions should 
properly become the interest of the account- 
ant. He should examine them, and he should 
also disclose them in his statement, thereby 
giving a more accurate picture of the real 
value and availability of assets affected. 

If part of the current obligations represent 
claims arising from property purchases or 
other unusual operations, they may have a 
material influence upon the adequate and 
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correct statement of the current assets and 
current liabilities. 

Not infrequently certain classes of pur- 
chases are “financed” through short term 
or intermediate term notes. These notes may 
have special characteristics which limit as- 
sets and their disposal. But these are quite 
similar to those found in certain bond in- 
dentures and preferred stock deeds. Hence, 
a few of the restrictions, common to all of 
these equities, as a class, may be discussed 
together. There are many provisions re- 
quiring the maintenance of given sums of 
working capital. Or perhaps these may take 
the nature of a required minimum of current 
assets in relation to current liabilities. The 
net result of these limitations is to restrain 
the assumption of debt, and also to restrain 
the dissipation of assets through dividends, 
or other distributions. Or again, these limi- 
tations may take the nature of provisions 
prohibiting assumption of added debt until 
certain proportions of the equity in new as- 
sets are contributed from net worth, either 
as earnings retained, or as new share con- 
tributions. 

In general, it may be said that limitations 
upon assets and their disposal may be opera- 
tive through any class of financial items. 
Nevertheless, in their essence, they usually 
become limitations which operate through or 
upon the net worth. The mere fact that 
they appear in connection with the acquisi- 
tion of an asset, or in connection with the 
assumption of some debt, and that nothing 
is thereby provided specifically for net 
worth, does not mean that net worth, par- 
ticularly the common stock equity is not 
actually affected thereby, or that such is not 
the intention. Because of the important role 
played by net worth in restricting the as- 
sets, it is proposed to give somewhat more 
attention to it than has been given to the 
foregoing items of the equities. Not only 
will attention be directed toward its limita- 
tions on assets, but also to its very intimate 
relationships with assets. The intimacy of 
these interdependent relationships also 
severely beclouds and limits the quantum 
and meaning of net worth. 

As already stated, the most complicated 


claims and limitations are either found jp 
the net worth, or operate through net worth 
itself. Perhaps foremost limitations among 
these are the state laws of incorporation and 
the charter. These contain certain ver 
definite and mandatory limitations upo 
various parts of net worth, and frequently 
upon the whole. Of lesser importance, but 
still of major significance are those provi- 
sions contained in the by-laws. These, too, 
are certain to provide for some net worth 
limitations on the use and disposition of 
assets. Most obvious and common amon 
such restrictions are those as to minimum 
stated capital, earnings, surplus, dividends, 
and the like. 

Even the various surplus categories ex. 
press in various degrees limitations upon as- 
sets and their disposal. These may range all 
the way from surplus reserves such as thos 
for contingencies, building expansion re 
serves, capital surplus, and the like, to the 
borderline classes which approach valuation 
reserves. They may indicate certain alloca- 
tions of assets, certain non-acceptable as- 
sets, assets not financially available for dis 
tribution and the like. Even the presumably 
free surplus may not represent free assets, 
In the banks and coéperative credit associa- 
tions it is frequently provided that certain 
accretions must be made to surplus to as 
sure safe operations. 

Along with the rest of the financial state. 
ment constituents, net worth has under- 
gone a constant evolution concomitant with 
business activities and business units. For 
example, there has been a growth of what is 
known as “trading on the equity,”’ whereby 
money is borrowed, and the net worth acts 
as a lever for gains or losses on this borrowed 
money. An hierarchy of capital contributors 
has been created by business practice even 
though such a functional change has not 
been adequately or fully realized and ac- 
cepted by the law and courts. In this hier- 
archy the net worth merely constitutes 
parts of the whole. It merely represents the 
lower ranks in the various capital partici- 
pants. Net worth has changed in essence 
from owner to partner, with various limited 
partners and creditors preceding it. 
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The development of great corporations, 
which partially finance their expansion out 
of retained earnings, has contributed to vast 
accumulations of assets not distinguishable 
from other assets but measured by “sur- 
plus.” This has gone so far as to make sur- 
plus a much more important portion of net 
worth as well as the entire corporate as- 
sets, than has generally been the case here- 
tofore. 

Equally great changes have taken place 
in the nature and kinds of business assets. 
Greater diversification of assets, more spe- 
cialization of functions, greater disparity be- 
tween use values and book values, between 
book values and market values, and the like 
have tended to make impossible a simple 
statement of the asset values unless ac- 
companied by definite and numerous as- 
sumptions underlying these values. Further- 
more, the assumption of continuous current 
obligations, in addition to frequent long 
term claims against the assets, has further 
complicated the nature of the net worth. 
They have complicated its nature, not only 
in the difficulty to adequately appraise its 
status and relative rank in the claims on 
assets, but they have immensely confused 
the value which is inherent in the net worth 
itself. Even after definite values have been 
placed upon the various assets, and even 
after the prior claims have been definitely 
ascertained, one is not necessarily in a posi- 
tion to state carefully and accurately the 
value and true intrinsic worth represented 
by net worth. 

The net worth, particularly those por- 
tions pertaining to the surplus accounts, is 
more or less interdependent with every 
financial policy and accounting principle 
which has entered into the determination of 
each account on the balance sheet as well as 
profit and loss statement. For example, one 
may first take the influences which enter 
upon the net worth as a “sum,” but which 
are seldom linked directly with the net worth. 
The choice of a depreciation policy is one of 
the clearest instances. If policy is “liberal,” 
then depreciation is likely to be charged into 
operations at relatively ample sums, and 
asset values of fixed properties, will be ac- 


cordingly “conservatively” stated. Or the 
opposite picture may arise from the choice 
of another policy. Necessarily, this means 
that part of net worth, ordinarily surplus, 
is correspondingly larger or smaller than it 
might have been otherwise. 

It is not necessary to choose a liberal or 
conservative depreciation policy in order to 
influence net worth and its value. One busi- 
ness may choose the straight line method of 
depreciation for its plan of valuation whereas 
another perhaps of similar nature, may 
logically choose a reducing balance plan. Be- 
tween these two choices there may be no 
necessary consideration of conservatism or 
lack thereof. There will, however, be im- 
portant variations in asset values, in surplus 
values, in the plans for financing replace- 
ments, and the true situation of net worth 
at any given time. 

What has been said about depreciation 
applies to all other property values, and 
likewise net worth. The rate of property 
value expiration, its measurement, its rec- 
ordation in accounts, and finally its reflec- 
tion in statements, is a difficult and 
questionable matter. Vast differences may 
arise in the choice of rates, in the measure 
of values used and lost, and in the principles 
underlying such changes. These variations 
are ultimately reflected in net worth. 

Even the whole problem of property ap- 
praisals, employment of market values for 
non-current assets, and such more or less 
arbitrary changes in values cannot be dis- 
missed with cries of unconservatism, misrep- 
resentation, inability to account therefor, 
or the like. Accounting long since gave up 
its strictly orthodox principle of valuation, 
namely cost. Market values, cost values, 
combinations of these two kinds of values, 
as well as others have been condoned and 
justified at various times. For the most part, 
these drifts away from the strict cost prin- 
ciple have been confined to current assets. 
But the idea is now fully germane in the 
financial statements. Consequently, account- 
ants cannot entirely blame those who seek 
to introduce such values into other cate- 
gories of assets. Correctly speaking, the 
distinctions between certain fixed assets and 
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certain current assets are often shady and 
difficult of ascertainment. 

Each of these bases of valuation, whether 
of current assets, whether of fixed assets, 
whether at cost, whether at market, or at 
some other value, finally finds its way into 
the net worth. And since even present day 
orthodox statements invariably contain 
within them several of these bases, it is 
readily seen that even under the most favor- 
able conditions, net worth is heterogeneous. 

In addition to the broad class of problems 
such as those just suggested which enter 
into the determination of the true sum and 
meaning of net worth, there is another class, 
which is almost equally difficult in correct 
diagnosis in so far as it bears on net worth. 
This class is the numerous “reserves.” These 
range all the way from undisputed “real” 
reserves to unquestioned liabilities. In be- 
tween these two extremes there is much op- 
portunity as well as frequent necessity for 
introduction of certain accounts which are 
rather indefinite in their meaning as well as 
in their final import both to asset values 
and to net worth, or even liabilities. 

These may take the nature of inventory 
reserves—reserves for contingencies which 
may or may not occur. For example, it may 
be certain that there will be substantial de- 
clines in inventory value during a given 
period, which makes it expedient to reflect 
such change, or take cognizance thereof in 
the financial statements. A reserve may be 
set aside for such anticipated value shrink- 
age. At the time of the creation of such re- 
serve, it may be looked upon as a true 
reserve, provided that the events have not 
occurred. But to what extent, if any, is one 
justified in saying that such reserve is part 
of net worth, when one is reasonably certain 
that part or all of the reserve will be called 
on for losses anticipated, but not certain in 
sum or time? In fact, such reserve is a warn- 
ing, a sum created for an indefinite value. 
There is no simple way of ascertaining 
whether it belongs in net worth, or other- 
wise. And in a similar manner, there are 
many kinds of other reserves (aside from the 
usual reserves for depreciation, bad debts, 
and the like). These provide for weak or 


indeterminate values in assets and occasion- 
ally liabilities. They make allowance for 
the inaccuracies in principles and facts of 
valuation. Naturally they are reflected in 
net worth. In a broad sense, they, as well 
as the net worth itself, are valuation re- 
serves. 

There are other broad classes of items en- 
tering into net worth which confuse and 
cloud its real meaning or clear understand- 
ing. Perhaps one of the least justifiable is 
the manipulation of asset values, and the 
adjustment of their counterpart in net 
worth. These may readily destroy the mean- 
ing of net worth. Then there are large classes 
of items, which are not of such an unscrup- 
ulous nature, but in which the results are 
often highly open to question. For instance, 
there are not infrequent and insignificant 
capital transfers from surplus or certain 
classes of surplus, either earned or other- 
wise, to stock. And contrariwise, there may 
be transfers of stock values to surplus. 
Closely allied to these are the no par stocks 
with the great powers usually vested in 
directors as to what shall constitute “‘sur- 
plus” and what portion of the consideration 
shall constitute “‘capital.’’ These items men- 
tioned in this paragraph are of many shades 
and various graduations in the extent to 
which they contribute to the confusion, 
inaccuracy, and meaning of net worth. 

When such practices are operative, as 
they are all too frequently, one may find it 
well nigh impossible to understand the mean- 
ing of net worth even within broad limits. 
When such opportunities for unclear mean- 
ing of net worth are considered in conjunc- 
tion with the major changes in the size of 
net worth, particularly common stock 
equities, and the changes in stockholder re- 
sponsibility with its concomitant creditor 
protection,’ it is amazing to realize how 
unsatisfactory net worth may be in present- 
day financial statements. The long term 
trend of common stockholder investments 
has been toward smaller relative invest- 
ments in business enterprises. At the same 

2 Winakor, Arthur H., “Creditors’ Protection and 


Stockholders’ Responsibility,” The Accountine Re- 
view, Vol. rx, No. 3, pp. 247 to 253, 
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time, there has been a gradual evolution in 
the reduction of stockholder responsibility. 
Consequently, there has been a constant 
reduction of the margin for creditor protec- 
tion. These changes coupled with the in- 
creasingly confused and unstable nature of 
net worth values, further contribute to 
destruction of the creditor’s protective 
cushion. 

Such variant methods of determining or 
adjusting and stating net worth raise ques- 
tions as to what are the bases for valuing 
net worth. Perhaps it may be well to state 
frankly that there are no generally recog- 
nized principles of valuation for net worth 
items in the same sense as applies to assets, 
and even to liabilities. There are no general 
bases for valuation of net worth because net 
worth, especially common stock equity, and 
more particularly, surplus accounts are 
looked upon as residuals, balances, or com- 
pensating accounts. 

There are, nevertheless, very definite 
principles of valuation of net worth, but 
these are usually obscured. As already 
stated, every principle of valuation applied 
to assets or debts is reflected directly or in- 
directly, sooner or later, in net worth. Ac- 
countants all too frequently fail consciously 
to realize that they are valuing net worth 
when they value assets and liabilities. They 
fail to realize fully that stockholders or the 
net worth equities have a real interest and 
right to assets. Stockholders’ rights in assets 
and their correct statement are just as 
legitimate as those of creditors. Further- 
more, stockholders suffer from the incorrect 
statement of asset or debt as well as the 
usual corresponding incorrect statement of 
their equity. 

Let us return now to a statement made in 
the first pages of this article. It was stated 
that the balance sheet equation was subject 
to serious limitations. What is the signifi- 
cance of such thoughts as have just been 
expressed in their implication to this equa- 
tion? There can be no doubt that once the 
values which enter into the balance sheet 
have been established, and set down therein, 
that one can readily state the results of 
this equation, and having certain known 
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elements, can readily derive the unknowns 
by usual processes of algebra. 

The mathematical formula is acceptable 
if it is looked upon as the expression of an 
ideal. It might still be considered as an ac- 
ceptable expression for small business en- 
terprises which have no serious problems of 
valuation of assets. It may also have been 
satisfactory for many simpler forms of en- 
terprise and conditions of past generations 
in which the modern complexities of business 
operations, price, value, and such factors 
were of less prominence. In these times a 
“value” might reasonably have approxi- 
mated a fact or a mathematically correct 
sum. 

It is no longer applicable to business of 
the modern day, except as an ideal, and in 
a loose sense. By way of illustration of this 
point, thought may be directed to the grow- 
ing recognition that accounting should pre- 
sent the several facts, or the several values, 
instead of giving one value, which is thereby 
assumed to be the fact.? Complexity of 
modern business units coupled with the 
rapidity of dynamic changes make it im- 
possible to place mathematically correct 
values on all financial accounts, except under 
certain definite preconceived assumptions or 
conditions. What these assumptions or con- 
ditions should be is not always a common 
ground for meeting of minds, either of ac- 
countants or of businessmen. 

One may safely state that there are al- 
ways certain elements entering into the 
financial statements, and largely into the 
net worth, which cannot be known with 
mathematical accuracy. If such a situation 
is conceded, then it follows that the mathe- 
matical equation for expression of balance 
sheet data is of doubtful value. It is obvious 
that one cannot solve an equation of Assets 
— Liabilities = Net Worth when one of the 
unknowns is known to be a variable factor, 
with the degree of variation not ascertain- 
able. 

The foregoing thoughts contain within 
them a rather serious indictment of the 
meaning and value of net worth in financial 
statements. Needless to say, they do not all 

3 Canning, J. B., Economics of Accounting, Ch, XI. 
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apply to each and every statement. Enough 
of them apply to a sufficient number of the 
every day corporation financial statements, 
however, to give considerable credence to 
such reflections. There are many other 
criticisms, in addition to those listed, and 
suggested, which may readily be brought to 
mind. Regardless of whether or not one is 
willing to accept such suggestions in their 
full implications, there is still little doubt 
that there is ample need and room for a 
clearer understanding and presentation of 
net worth. 

Perhaps a somewhat different view of the 
nature of net worth, especially of the com- 
mon stock equity would aid in its better 
understanding. It should be viewed less as 
an owner of capital, and less as a supplier 
of capital, and more as a valuation of claims 
and limitations upon assets. We are too 
prone to look upon net worth as something 
in itself, whereas it merely expresses claims 
and limitations upon the assets. In this re- 
spect it differs little if any from any other 
equity. 

It is well to recall the other classes of 
equities, which rank prior to net worth. As 
pointed out, these, too, restrict and limit 
the assets, but many of their provisions are 
operative through net worth or at least in- 
fluence it. Even though the restrictive pro- 
visions of senior equities do not influence net 
worth directly, the fact that they limit and 
condition the assets and their disposition 
also means that they condition net worth, 
because net worth is junior in its rank to 
assets. 

A few inferences may be drawn from the 
preceding paragraphs. First a few summary 
statements are presented. All the equities 


on the balance sheets are participants in the 
assets. They represent various gradations of 
limitations as well as of participants in the 
assets and their earnings. In addition, the 
limitations of the senior equities upon the 
assets are generally operative or influence 
the net worth. Then too, the problems of 
asset valuation with their attendant diff. 
culties, as well as inconsistencies, all result 
in a heterogeneous “‘‘value” for net worth, 
Added to these inconsistent and confusing 
values, which condition the sum and meap- 
ing of net worth, are the serious problems 
within the net worth itself. These embrace 
the nature of reserves, the surplus to capital 
and capital to surplus transfers, and the like. 

The sum total of all these restrictions 
prior equities, confusion of asset values, and 
net worth transfers, result in a net worth, 
the exact nature of which is indeterminate, 

A prime reason why a fair grasp of the 
real value and meaning of financial state 
ments is difficult or impossible is the almost 
complete failure of them to disclose the bases 
of valuations as well as the relationships of 
the equities and their limitations and r 
strictions on the assets. Only a few of the 
more obvious of these may be read directly 
from the ordinary statement. How far: 
statement should go in disclosing these bases 
and limitations is a difficult thing to say. 
Certainly they should go much further tha 
they do. Statements and their intrinsi 
value would be much strengthened by such 
disclosures. Answers to some of these might 
be found by investors if they studied the 
laws, asked for copies of by-laws, analyzed 
security contracts, and the like. But many 
of them can be found only in the company 
files and policies. These should be disclosed. 
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ADEQUATE RECORDS AS AN ELEMENT IN 
BUSINESS SURVIVAL* 


Emma CorRSTVET 


sented as a test of the hypothesis 

that inadequate bookkeeping is caus- 
ally related to business failure. Lest the 
word “causal” result in the raising of eye- 
brows, the author hastens to explain that 
this word is used merely in the sense of an 
investigation into whether there exists a 
concomitant variation between adequacy of 
records and survival or non-survival in 
business. 

No study of business failures within the 
past five years has been complete without 
statistics on the proportion of bankrupt 
firms keeping adequate records of account 
and no lists of causes of bankruptcy has 
been complete without “inadequate records” 
as one.! This is partly because it seems some- 
how meaningful, in a field so chaotic and so 
theoretically undeveloped, to present all 
factors that come to mind and are count- 
able. It is partly too, because the bank- 
ruptcy act sheds a legal significance upon 
the subject by asserting that the judge shall 
grant a discharge unless the bankrupt has 
failed to keep books of account, or records, 
from which his financial conditions and 
business transactions might be ascertained; 
unless the Court deems such failure or act 
to have been justified under all the circum- 
stances of the case,? an assertion which at 
present carries with it little more than formal 
legal consequences. And above all, it is 


Tis SUBSTANCE of this article is pre- 


* This is the second and final article on accounting 
records which forms a part of the investigations into 
various aspects of bankruptcy undertaken by the Insti- 
tute of Human Relations of Yale University under 
Professor W. O. Douglas of the Yale Law School. 
Article I was published in the Accountine Review, 
September 1935. 

1 For example: “Some Functional Aspects of Bank- 
ruptey,”” W. O. Douglas, Yale Law Journal (1932); 

Business and Personal Failure and Adjustment in 
Chicago,” John H. Cover, University of Chicago Press 
(1933); “Causes of Commercial Bankruptcies,” U. S. 
Dep t. Commerce, Domestic Commerce Series (1932). 

* National Bankruptcy Act, Section 14 (b). 

* See Appendix, Adequacy of Accounting Records in a 
Money Economy, the AccounTING Review, September, 


because there remains the assumption that 
somehow, adequate accounting is an ele- 
ment of efficient business enterprise and one 
mark between the enterpriser who wrings a 
producer’s surplus from his labors and him 
who emerges from the submarginal group 
only into the bankruptcy court. In other 
words, that here lies a division between him 
who fails and him who succeeds. 

But figures on the adequacy of records 
kept by bankrupts are of no value whatever 
unless they can be compared with enter- 
prisers who do not enter the bankruptcy 
courts; however low the percent of adequacy, 
it may be no lower than that of average 
business judged by the same standards. 

Having made a survey of the records of 
every tenth business enterprise in a New 
England city, and finding that only 57% 
of these businesses, all, at least at the time 
of the survey, out of known financial diffi- 
culties, kept adequate records, it is proposed 
to compare them, using the same accountant 
and the same methods, with a group of New 
England business failures.‘ 


1935. An examination of cases disclosed only one in 
which there was not definite evidence presented of some 
type of fraud on creditors. For example, in re Rothman 
(DCSD cel. CD, Nov., 1930), a women’s wear merchant 
was refused a discharge on the grounds that he failed 
to keep books of account from which his financial condi- 
tion could be ascertained. A false statement of assets to 
obtain credit was also upheld. In Niz v. Sternberg 
(38 Fed. (2) 611, 1930) a real estate dealer was refused a 
discharge on the grounds of inadequate records. Three 
pages had been torn out of an account book and it was 
also claimed that he had transferred assets within four 
months of filing a bankruptcy claim. In re Librovitz, 53 
Fed. (2nd) 132, a discharge was refused a small business 
man who kept his own books which “seemed neat and 
accurate,” though an accountant asserted they were not 
records from which his financial condition and trans- 
actions could be obtained. There was present also an 
unexplained deficiency in assets and large gambling 
debts. In re Russell, 52 Fed. (2nd) 749 (1931), a lumber 
merchant and manufacturer, though keeping only a 
small memorandum book was not refused a discharge. 
The court quoted in its opinion, “Crude or careless 
method of keeping books, unaccompanied by any intent 
to conceal bankrupt’s true financial condition is not 
sufficient grounds for denial of a discharge.” 

4 The terms “Bankrupts” and “Failed businesses” 
are used interchangeably throughout this article to refer 
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Fifty-seven percent is not a startlingly 
high ratio of adequacy. If this is representa- 
tive of normal non-bankrupt business, then 
to disclose any relationship between business 
failure and inadequate books, the total 
ratio of failed businesses must be lower. It 
must remain lower when some of the pos- 
sibly effecting variables such as types of 
business, with their varying credit and cost 
analysis needs and sizes of business with 
their differing complexities on the one hand 
and their differing provision for professional 
services on the other, are taken into ac- 
count. The main purpose of this article is 
to provide some of these elements of anal- 
ysis. 

A collateral value in the material pre- 
sented is its disclosure of the types of records 
predominant in the variety of enterprises 
represented. The type of record is, of course, 
one index of adequacy. It would, for ex- 
ample, be impossible for transactions in a 
wholesale business to be represented with- 
out the inclusion of records on accounts 
receivable and no system of single entry 
would enable a manufacturer of fair size, 
especially if incorporated, to state the pro- 
prietorship equation. Consequently, the in- 
clusion of information on types of records 
employed is essential for the thoughtful 
reader who wishes to evaluate for himself the 
estimates made on adequacy. 

Further, while this paper is not addressed 
to the legal aspects of the problems of busi- 
ness failure or of control of business, it is, 
as in many aspects of economics, impossible 
to divorce it from law entirely. For this the 
usual or customary is important. In the ab- 
sence of any other than a common-law 
standard of adequacy, should the move- 
ment to increase the severity of the applica- 
tion of the bankruptcy discharge section of 
the bankruptcy act having to do with ade- 


to the same group. Neither term is precisely accurate. 
We have no satisfactory figures on failed businesses. 
Such statistics as are available, for example in Dun’s 
Review, refer only to those who have made an adjust- 
ment with creditors through an outside agency and 
where there has been a loss to creditors. The group re- 
ferred to in this study are of applicants for bankruptcy 
discharge. For details of this group see: Douglas, 
“Some Functional Aspects of Bankruptcy,” Yale Law 
Journal (1932), 


quate records get under way, judicial re. 
quirements would almost certainly depend 
on the standard of ordinary care, which, in 
turn, is generally, if not always, dependent 
on customary standards. The application o 
customary standards needs some informa. 
tion on what these customary standard 
are, information which, judged from the 
legal literature is singularly out of the reach 
of our judiciary. This, from the standpoint 
of legal liability. 

From the standpoint of efficient operation 
of our enterprises, however, the words “‘ade 
quate” and “usual” may be far from iden. 
tical. The student of economic frictions, a 
well as the legal preventive theorist may 
well find the description, limited though it is 
qualitatively, of the extent to which record 
of certain types are usual, of greater interest 
than the necessarily subjective determine 
tion of adequacy. 


BANKRUPTS AND NON-BANKRUPTS 


Between June, 1930, and June, 1931, Pro- 
fessor Douglas, together with the Depart- 
ment of Commerce, made detailed studies 
of all bankrupts who applied for a discharge 
in Boston.! Questions on accounting records 
were among many that appeared in the 
questionnaire with which bankrupts were 
interviewed. On the basis of these questions 
it was found that 30.3% of the businesses 
kept accounting records regarded as ade 
quate for their particular business needs. As 
there was no material available for compar: 
son to determine whether such a figure was 
unusual in business, a study was made of the 
accounting records of firms in another New 
England City. For this, the classified city 
directory was used and each tenth firm was 
selected after alphabetical arrangement had 
been made. The directory was published in 
August of 1931, the sample comprised firms 
that were in business at that time and these 
were visited between the end of December, 
1931, and the end of March, 1932. The small 
number that had already gone out of busi 
ness, even those who had failed, were visited 
also and included, on the assumption that 
what was wanted was not successful firms 
alone, but a sample of the average business 
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at a given time. These were, then, all “going 
concerns” at the time the sample was se- 
lected.® 

For each business a schedule was filled in 
by the investigator and, since only one 
element was considered—the kind of records 
kept—information was, naturally, consider- 
ably more detailed than that for the failed 
business. In order to gauge the size of the 
businesses, gross income was taken for the 
year 1930, whether the fiscal year extended 
between January, 1930, and December 31, 
1930, or July, 1930, and July, 1931. In- 
formation on gross income of the bankrupts 
generally, though not always, included the 
same year. 

Businesses, in both cases, were divided for 
convenience into manufacturer, wholesaler, 
contractor and retailer. The 509 Boston 
Bankrupts and the 452 going firms were 
found to fall into these classes as shown in 


Table 1. 


TABLE 1 


Bankrupts Going concerns 


Number 


Per cent 


Number | Per cent 


Manufacturers . 52 10.2 49 10.8 
Wholesalers. . 54 10.4 41 9.1 
Contractors 156 30.7 88 19.5 
Retailers. . 248 48.7 Q74 60.6 

0 


509 100. 452 100.0 


Thus, manufacturers and wholesalers 
were in about the same proportion for both 
groups while there were more contractors 
and fewer retailers among the bankrupts 
than in the sample of going concerns. 


TEST OF ADEQUACY OF ACCOUNTING RECORDS 

The basis upon which the adequacy of 
accounting records was judged has been de- 
scribed in the previous and more detailed 
description of the going concerns.® It seems 
necessary, however, to make a brief sum- 
mary here. There exist no set standards for 
the records of any given business since the 
requirements of each firm vary with the 
size of business covered, the type of goods 

5 For fuller description of sample see: Corstvet, 
“Adequacy of Accounting Records in a Money Econ- 


omy,” the AccounTING Review, September, 1935. 
§ Ibid. The appendix. 


handled and the nature of credit extension. 
It was necessary to have an accountant go 
over each case, bankrupt and non-bankrupt 
and, considering the nature of each business, 
base his decision accordingly. Roughly, he 
considered adequate records to be: 

“Those from which, with reasonable effort, 
an owner is enabled to get his total of in- 
come and expenditure and determine, with 
reasonable accuracy, his business loss and 
gain.” He considered that the records should 
give a fairly accurate knowledge of the 
amount and source of his cash receipts, the 
amount and source of his cash disburse- 
ments, an analysis of the income and major 
expenses of his business, an estimate of his 
financial condition at a given time, an eval- 
uation of his inventory, unless his business 
was such as required no inventory, and of 
his assets and liabilities. In addition, 
permanency of records, a reasonable ac- 
curacy and ease in the compilation of data 
and availability of material once recorded 
were considered. 

According to his point of view, the small 
storekeeper who did a cash business and 
paid his bills in cash, whose overhead was 
more or less fixed, might fulfill the require- 
ments if he kept track of his receipts and 
the small contractor might pass the test if 
he kept memoranda of his time and ma- 
terials. With larger businesses and those 
complicated by labor bills and by credit 
business, requirements naturally were higher. 
In the detailed description of records of go- 
ing concerns an attempt was made to specify 
the requirements by examples of adequate 
and inadequate records in average businesses 
of the different types. 


GENERAL COMPARISONS 


Thirty per cent of the bankrupt busi- 
nesses and fifty-seven per cent of the going 
concerns kept records adequate for the pur- 
pose of showing “with reasonable accuracy, 
business loss or gain.” These gross figures 
may, of course, be subject to internal differ- 
ences which effect the utility of the com- 
parison. The information obtained from 
going businesses was more detailed and 
books were more frequently examined. This 
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might have led to a more severe knowledge 
of existing defects in the accounting systems. 
On the other hand, the possible desire of a 
bankrupt petitioner to present his case 
most favorably may have led either to his 
exaggerating their completeness or, where he 
thought his accounts might reveal dangerous 
facts, to denying their existence. It is im- 
possible to estimate the probable resulting 
errors or their effect on the comparison. 
Certain other possible differences, such as 
that one group might contain larger busi- 
nesses or business of a type where good 
records are more usual, can be accounted for, 
and throughout this comparison the attempt 
is made to do so. 

Within the various types of business, a 
comparison of adequacy of records yields 
the information appearing in Table 2. 


TABLE 2 
Per Cent or Group Kreepine ADEQUATE REcoRDS 


Failed Businesses | Going Businesses 


Per cent | Number | Per cent | Number 


Manufacturers.| 53. 
Wholesalers....| 49. 


38 
28 


Retailers. . 25. 117 


8 

1 
Contractors....| 23.1 55 

8 


30. 238 


The persistence of this difference within 
the various types of business is extremely 
interesting. In all types but retail the going 
firm showed at least 30% greater adequacy, 
in retail it was 20%. 

A division of all firms according to value 
of business shows the difference persisting 
until the $200,000 yearly sales group is 
reached. Further, it leads to one of the most 
important outcomes of the study, the sug- 
gestion that the concomitant variation of 
adequate books and business survival does 
appear to exist, but only up to a certain 
level of size; that inadequate books may be 
“causally” related to bankruptcy among the 
great majority which comprise the firms 
smaller in point of size; that there is no evi- 
dence of such relationship among the larger 
businesses. 

The subdivisions of businesses according 


to size of income points to the conclusio 
that within both bankrupt and non-bank. 
rupt businesses, the small firm is less apt 
than the large one to keep records adequate 
even for its lesser needs.* This may be some. 
what due to greater illiteracy or lesser 
managerial ability engaged in small enter. 
prise or to the fact that the small en 
trepeneur must also be an active buyer and 
seller and, unable to afford a bookkeeper, 
must snatch haphazard moments for infre 
quent recording. There are in existence very 
simple systems of bookkeeping which claim 
to require no more than fifteen minutes a day 
but they do not appear to be frequently 
used. Whatever the reason, the tendency o 
adequacy to differ with size of firm makes 
comparison according to size business neces- 
sary. Yearly gross income was taken as in- 
dicative of the size. 

One half of the bankrupts, 49.5%, and 
53% of the going concerns had a gross in- 
come of less than $10,000 a year. On the 
other hand, the average (median) gross in- 
come of bankrupt businesses was $10—20,00 
a year and the median going concern was 
between $5-10,000. 5.6% of the bankrupts 
took in $100,000 or more a year and 12.4% 
of the non-bankrupts. It can be seen from 
this that the bankrupt group contained 
fewer small and fewer large businesses than 
the sample of going concerns. It is generally 
assumed that, since a liability of $1,000 isa 
condition for petition in bankruptcy, many 
small businesses simply close down and 
creditors realize the hopelessness of pursuing 
them for debts, while very large firms often 
find in mergers or trusteeships a way out of 
insolvency in preference to the bankruptcy 
court. 

In order to find a more precise comparison 
of the accuracy of accounting records 
bankrupts and non-bankrupts, firms were 
divided according to gross yearly income. 

The low point of adequacy is reached with 
both groups among businesses of $1,000 to 
$5,000 gross income and after that, in both 
cases there is a continuous rise. But where, 
as in the table above, size of business is 
held constant, the going concern, until the 
$200,000 income is reached, remains highet 
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TABLE 3 


Apgequacy or AccountinG REecorps 
(According to size of Business) 


Failed Businesses 


Going Businesses 


Yearly Gross 


Sales Adequate 


Inadequate 


Inadequate 


o7 


No. 


No. 


0- 1,000 
5,000 


200 and over 
Unknown 


SH 


oS 


— 


Total 


wo 
a | 


TABLE 4 
Types or Recorps Kepr’ 


Failed Businesses 


Going Businesses 


Unsys- 


Yearly Sales tematized 


Dollars 


No 
Records 


Unsys- 
tematized 
Records 


Single 
Entry 


woocor 


0 
37 


cocoon 


OS 


to 


— 


woo 


33.2 |100 19. 


wl rn 


© 
“ 


in adequacy of books than the bankrupt 
business. 

The great difference in adequacy of bank- 
tupts and non-bankrupts in the very small- 
est group, with gross income of less than 
$1,000 a year is, however, modified by the 

” Businesses, the type of whose records were un- 

own are not included in this table. The number of 


such unknowns in each category of business size was as 
follows for failed businesses: $0-1000, 2; $1-5000, 4; 


$5-10,000, 4; $10-20,000, 5; $20-30,000, 1; $30—50,000, 
5; $50,000 and over, 2; size of business unknown, 24. 
Total 47. The number of going businesses was as fol- 
lows: $0-1000, 0, $1-5000, 3; $5—-10,000, 1; $10,000 and 
over, 0; size of business unknown, 5; Total 9. All per- 
centages given in table 4 are based on totals which in- 
clude these unknowns. In all other tables given through- 
out the article the number of unknowns is given but 
their percentages are sometimes omitted for lack of 
space. All percentages, however, are based on totals 
which include these unknowns and the per cent of un- 
knowns can easily be obtained by subtracting total 
per cent of the group from 100. 
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difference in types of business contained 
within this category. There were thirty- 
three of these among bankrupts and twenty- 
seven among non-bankrupts. The bankrupts 
were predominently contractors under diffi- 
culties in the building trade slump, while 
the going concerns were primarily retailers. 
The use of a cash register by a hole-in-the- 
wall cigarette shop, kept by the owner’s 
wife, might class the recording as adequate, 
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going businesses were rated as adequate; anj 
of all firms which had no books, 2% of th 
failed and 26% of the going businesses wen 


declared adequate. 


TYPES OF RECORDS KEPT 


Both in its relation to adequacy and asq 
indication of customary practice, the type 
of records kept were regarded as an im. 
portant part of the inquiry. 


tit 


T 


T 


t 


+ 


eens 


4 + 
yea 
+ ++ ite 


Be 


Cuart 1: Types or AccountTING REecorps 


while a contractor, temporarily reduced by 
the depression, might be regarded as inade- 
quate if he kept no books or a scratch pad. 
When an analysis was made of the extent to 
which the accountant had identified types 
of records and adequacy, it was found that: 
of all firms using double entry records; 87% 
of the failed and 98% of the going business 
had been rated as adequate; of all firms us- 
ing single entry records, 56% of the failed 
and 80% of the going businesses were called 
adequate; of all firms using unsvstematized 
records, 3% of the failed and 10% of the 


One-third of the bankrupts and one-fifth 
of the going concerns kept no books at al, 
while 39% of the bankrupts and 56% @ 
the non-bankrupts had systems either d 
single or double entry. The types of recort: 
kept are shown by Chart I and Table 4. 

The chart shows clearly that the majo 
differences lie (1) in the more extensive u¥ 
of single entry records by the going cor 
cerns and (2) in the extent to which bank 
rupts, even of large size, kept no books. Evel 
with a yearly income of $20-30,000 we finl 
19% of the bankrupts without books aml 
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only 3% of the non-bankrupts, while at $40— 
50,000 income, 14% of the bankrupts still 
have no books and none of the non-bank- 
rupts do without them. 

The use of unsystematized records is most 
frequent with both groups at the $5-10,000 
income level, but beyond that remains more 
frequent with bankrupts than non-bank- 
rupts. With this size business 11% of the 
bankrupts use single entry systems and 36% 
of the non-bankrupts. After this point single 
entry systems prove in total far less fre- 
quent with bankrupts than with going con- 
cerns. 

Double entry systems, on the other hand, 
are used about equally until the $30-40,000 
income group is reached. At this point it is 
more frequent with bankrupts than going 
concerns (single entry being less in use) 
and after this the use is about equal. All 
businesses but one going concern used double 
entry system after $200,000 yearly gross in- 
come had been reached. 


INVENTORIES 


Inventories, at least yearly, were taken 
by about one-third of the failed and one-half 
of the going concerns. The following table 
shows differences according to the types of 
business: 

TABLE 5 
Inventory TAKEN aT Least YEARLY (PER Cent) 


Bankrupts Going Concerns 


Un- 
known 


Yes 
51.9) 36 
52.8) 
16.1 
33.9) 


Yes | No 


Manufacturers 
Wholesalers. . . 
Contractors. . . 
Retailers 


77.1 
32.9 
44.5 


24.4) 4.4 
22.9 0 
57.0) 10.1 
53.5) 2.0 


32.2 48.0) 48.4) 3.6 


Within these types of business it is seen 
that indifference in inventory taking varied 
a good deal from wholesalers, where 25% 
less of the bankrupts took inventory than 
the going concerns, to retailers where bank- 
rupts came within 14% of those not bank- 
rupt. The large number of unknowns in the 
failed group makes comparison here of 
doubtful value, however. In the face of so 
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many unknowns it may be stated, for what 
it is worth, that when bankrupt firms reached 
a gross income of $30-40,000 a year and 
not before did inventory taking occur at 
least half of the time, after which the per cent 
taking it declined again and not until $75,000 
sales were reached was inventory taking 
consistently more than 50%. With the non- 
bankrupts all firms of $10,000 income or 
more took inventory at least half of the time. 
To summarize, a total absence of books was 
considerably more frequent with failed busi- 
nesses than going firms, systematized records 
were less frequent although, when kept, the 
double entry system was as frequent as with 
“going concerns,” the single entry system 
less frequent. Inventory taking, also, was 
less frequent with bankrupts, whatever the 
type of business, than with non-bankrupts. 

Thus far, comparisons between failed and 
going enterprises have tended to include all 
types of business. But it was pointed out 
in the detailed study of going concerns that 
the needs of the several types of business 
varied greatly and that there may be much 
danger in the use of total figures, especially 
since the proportions of types of business 
among failed and going enterprises are not 
altogether alike. The second part of this 
article will be devoted to describing differ- 
ences between failed businesses and going 
concerns within the groups of manufacturers, 
wholesalers, contractors and retailers. 

Manufacturers: The average (median) 
manufacturer who petitioned in bankruptcy 
was smaller than the average for the going 
concerns, having a $10-20,000 gross income 
as compared with $20-30,000 for the latter. 
Bookkeeping requirements for a manu- 
facturer, even though he be not large, are 
apt to be more stringent than for other types 
of business. He has the problems of credit 
buying and long-time credit selling, he must 
reckon machinery and labor and return on 
capital, his is the only type of business where 
cost accounting was found to be common. 
It is noteworthy that double entry systems 
of bookkeeping appeared with greater pro- 
portionate frequency among bankrupt and 
non-bankrupt manufacturers than in any 
other types of business. 
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TABLE 6 
Aprequacy or AccounTING REcorRDS—MANUFACTURERS 


Failed Businesses 


Going Concerns 


Gross Income 


Dollars Inadequate 


Adequate 


Unknown 


No. % No. 


Adequate | Inadequate | Unknown 


No. No. 


~ 


0- 1,000 
1- 5,000 
5-10, 000 
10-20 , 000 
20-30 , 000 
30-50 , 000 
50,000 and over} 
Unknown 


| 


50. 0 
67. 1 
50. 0 
28. 
25. 

9. 
50. 


| 
| 


WH QP 


— 


Totals 21 40.4 


| 


Fifty-four per cent of the failed manu- 
facturers came up to the minimum of ade- 
quacy and eight-four per cent of the solvent 
manufacturers.* The bankrupts did, indeed, 
increase in adequacy as the businesses grew 
larger, but irregularly. Thus, while half were 


was not at least 60% adequate and after a 
gross income of $20,000 was reached, all 
were adequate. Table 6 presents these figures 
in greater detail. 

A considerable difference existed in the 
types of record used by bankrupt and non- 


TABLE 7 
Types or AccounTtTING RECORDS—MANUFACTURERS 


Failed Businesses 


Going Concerns 


No 
Books 


Gross Income 
Dollars 


Single 
Entry 


Unsys- 


tematized Entry 


Double | 


Double 
Entry 


Un- 
known 


Single 
Entry 


Unsys- 
tematized 


No. No. % No. 


7/0 


5,000 

5-10, 000 
10-20, 000 
20-30, 000 
30-40 , 000 
40-50, 000 
50,000 & over 
Unknown 


— 


or 


oor Or © Cr tO 
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adequate in the groups of less than $1,000 
gross income and of $5—10,000 gross income, 
only a quarter of those between $30-40,000 
were adequate and a third of those between 
$40-50,000. All except one of the manu- 
facturers with gross income of $50,000 or 
over were found to keep adequate records. 
In the non-bankrupt manufacturer’s group, 
on the other hand, there was no class that 


8 For standards of: adequacy employed for each 
type of business and samples of books regarded as 
adequate, see opp. cit. note 5, appendix. 


bankrupt manufacturers. Some sort of book- 
keeping system, either single or double 
entry, was found in 62% of the bankrupt 
manufacturers and 79% of the going con- 
cerns. Twenty-one per cent of the bankrupts 
had no books and 9% of the non-bankrupts. 
In the latter group books existed for all firms 
of or exceeding $5,000 gross income, in the 
former “‘No books’”’ was recorded until the 
$50,000 income group was reached, as can 
be seen from table 7. 

Wholesalers. Possibly the widest diver- 
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TABLE 8 
Aprquacy or AccounTING Recorps—WHOLESALERS® 


Failed Businesses 


Going Businesses 


Gross Income 


Dollars Unknown 


Adequate | Inadequate 


Adequate | Inadequate | Unknown 


No. % No. 


0- 1,000 2 100. 

5,000 

5-10, 000 2 40. 
10-20 , 000 1 14.§ 
20-30 , 000 
$0—40 , 000 S 7%. 
40-50 , 000 3 60. 
50-75 ,000 1 50. 
75,000 and over| 12 85. 
Unknown 0 O 


26 49. | 24 


Totals 


ecoeceoooo 


gence of bookkeeping needs exists among 
wholesalers. In one case a man bought cattle 
in the country and sold to city butchers and, 
since he was not well and worked little, took 
in less than $1,000 a year. In another, a 


cerns was greater even than that done by 
manufacturers, the average (median) busi- 
ness being $40-50,000 a year. The average 
bankrupt wholesaler was smaller, with a 
sales volume of $20-30,000 a year. 


TABLE 9 
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grocer’s supply company sold teas, coffees, 
rice, ete., which it bought by the carload; in 
a third case the wholesaler did a business of 
$100,000 yearly selling paper and paper bags. 
The tendency of wholesale business is to 
be large, and it was pointed out in a previ- 
ous study that the volume of business done 
by wholesalers in the sample of going con- 


* Care should be taken to note numbers as well as 
Percentages, especially in this group where classes 
comprise small numbers of cases. 


Forty-nine per cent of the failed whole- 
salers measured up to the employed test of 
adequacy and 80.0% of the going firms. 
Until the $30,000 income level was reached 
the failed wholesaler’s books were more fre- 
quently inadequate than adequate, but, from 
this point onward, the proportionate ade- 
quacy remained high and, after $100,000 
sales were reached, was invariably 100%. 
Non-bankrupt wholesalers, on the other 
hand, showed a far higher degree of adequacy 
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for the lower sales groups and though no 
consistent trend upward is apparent, there 
was never less than 50% adequacy in any 
group, while after $40,000 sales were reached 
all but two wholesalers had records sufficient 
for their needs. The per cent of adequate 
records for failed and going businesses was 
exactly the same after the $75,000 income 
category was reached. Table 8 indicates 
these facts in detail. 

The types of accounting records kept by 
wholesalers, both bankrupt and non-bank- 
rupt, present a more irregular picture than 
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going contractors, since, for bankrupts, only 
23% had records sufficient for their needs, 
while the figure for going concerns was 69%, 

There were, however, a larger number of 
large businesses among the sample taken 
for going contractors, average size (median) 
business was the same for both bankrupts 
and non-bankrupts but there were three 
times as many failed businesses with a gross 
yearly income of at least $50,000. The 
difference in adequacy is not accounted for 
by the difference in size, by any means, as 
can be seen in Table 10. 


TABLE 10 
Aprquacy or AccouNTING REecorps—CoNTRACTORS 


Failed Businesses 


Going Concerns 


Gross Yearly 
Income 


Dollars 


Adequate | Inadequate | Unknown 


Adequate | Inadequate | Unknown 


Total 


No. % No. % No. 
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the records of other fields of enterprise. 
This is the least reliable of the sets of figures 
here presented, at least so far as the figures 
on going businesses are concerned, because 
the number is so small. Double entry sys- 
tems were considerably more frequent with 
going businesses than with those who had 
failed. The latter tended to keep unsys- 
tematized records till a greater volume of 
business was reached and with both failed 
and going businesses single entry systems 
were infrequent. The figures appear in 
Table 9. 

Inventory taking was about 25% more 
frequent among non-bankrupt than bank- 
rupt wholesalers. Bankrupt wholesalers took 
inventory at least half of the time after 
$20,000 income volume was reached and 
non-bankrupts after $5,000 income volume. 

Contractors: A large difference, 46%, 
exists in the adequacy of books of failed and 


Among bankrupt contractors, classified ae- 
cording to gross income, no group was as 
much as 50% adequate until the $200,000 
yearly income class was reached, while non- 
bankrupt contractors came up to the test of 
adequacy at least 50% of the time in all 
groups but one, the $20-30,000 income class 
where, of the three firms in this class, two 
were inadequate. 

The number of contractors who petitioned 
for discharge in bankruptcy, 156, was 31% 
of all businesses petitioning, whilethenumber 
of non-bankrupt contractors in the sample 
of going concerns was 79 or 20% of all busi- 
nesses of the community. One member of 
this trade expressed the opinion that the 
small amount of capacity required to set 
up as a contractor tempts every plumber, 
carpenter or electrician who cannot hold a 
job to set up for himself and that the amount 
of inefficiency in this type of business is con- 
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sequently high. It is more probable, however, 
that since building trades were extremely 
hard hit by the depression and construction 
came almost to a standstill in some com- 
munities, the contractor who had no re- 
serves, either because he had not been long 
enough in business to acquire them or be- 
cause he had not managed to accumulate, 
simply went under. Many of the going con- 
cerns assured the investigator that they were 
making no profits or were losing money. The 
depression, however, appeared to have had 
little affect on changing the type of records 
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some classes contain few firms. Unsystem- 
atized records appear with almost equal fre- 
quency, but are more scattered among failed 
than going firms. 

The material for comparison of inventory 
taking of bankrupt and non-bankrupt con- 
tractors is too incomplete to be useable, 
since in 39% of the bankrupts and 11% of 
the going firms the factor is unknown. If un- 
knowns are excluded in both groups of con- 
tractors, 26% of the bankrupts took in- 
ventory and 34% of the non-bankrupts. The 
nature of the contracting business is often 


TABLE 11 
Types or AccounTING REcorps—CoNTRACTORS 


Failed Businesses 


Going Businesses 


Double 
Entry 


Single 
Entry 


Unsys- 
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used by contractors, though in some cases 
bookkeepers had been let go and, in a few, 
the discouraged entrepreneur had simply 
ceased to bother about records. 

The table on types of books used by bank- 
rupt and non-bankrupt contractors indi- 
cate a considerable contrast. Comparative 
figures are shown in Table 11. 

The persistence of businesses carried on 
without books among failed contractors until 
a comparatively large volume of business is 
reached and the far greater use of double en- 
try systems by going businesses than among 
failures, with an even greater difference in 
the use of single entry is very clear in the 
tables; but care should be taken to note the 
numbers as well as the tables since, again, 


such that inventory taking is regarded as 
unnecessary, unless the firm is one with con- 
siderable equipment, for it frequently pays 
the contractor, rather than to store materials 
in buildings to leave on the ground what 
surplus he has after building a house and it 
has become more and more a custom for 
plumbers and electricians to order only for 
a specific job, so that even though informa- 
tion were complete here, it would need to 
be segregated according to whether busi- 
nesses were such as to require an inventory. 

Retailers: The total number of retailers in 
the bankrupt and non-bankrupt groups are 
very similar, 248 for the bankrupts and 256 
for the non-bankrupts, after chains had been 
excluded. Somewhat more reliance, then, 
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TABLE 12 
Apequacy or Recorps—RETAILERS 


Failed Businesses 
Gross Yearly 


Going Concerns 


Income 


Adequate 
Dollars 


Inadequate 
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may be placed on the figures obtained, de- 
spite the problem of differing bookkeeping 
needs within the various types of retailers. 

Retailers, whether bankrupt or not, had a 
low record of adequacy, 26% of the failed 
businesses keeping records sufficient for their 
needs and 46% of the going firms. The dis- 
tribution can be seen from Table 12. 
The average (median) sized retailer was the 
same for bankrupts and non-bankrupts tak- 
ing in $5,000 to $10,000 per year. About 9% 
of the failed firms did a business of $50,000 
or more per year and 11% of the non-bank- 
rupts, 26% of the bankrupts did less than 
$5,000 a year and 40% of the non-bankrupts. 


The likelihood, unchecked by any statistical 
evidence, however, that small firms tend to 
fade out when their liabilities are less than 
those required by law for bankruptcy peti- 
tion, has already been pointed out, and may 
account for the greater number of small re 
tailers in the non-bankrupt group. 

For firms of less than $20,000 yearly 
volume, adequacy of records for bankrupts 
was about a fifth, that is, 37 of the 1% 
bankrupts of this size, while for going con- 
cerns, 30%, or 15 out of 177 had sufficient 
records. After this point, bankrupts showel 
a slower tendency to increase in adequacy 
as the business grew larger and $40,000 n- 
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come level was reached before adequacy was 
more frequent than inadequacy. With the 
non-bankrupts, adequacy was more fre- 
quent than inadequacy in all groups of 
$20,000 income or more, and all firms with 
an income of $75,000 had adequate records, 
which occurred with bankrupts only after 
$150,000 was reached. 

The records used by bankrupt and non- 
bankrupt retailers show a rather marked 
difference, as revealed in Table 13. 

Here double entry records are actually 
used slightly more frequently among failed 
than going concerns; but a far less frequent 
use of single entry appears. The complete 
absence of books, though only 5% more fre- 
quent among bankrupts than non-bankrupts 
appears among larger failed than going busi- 
nesses, appearing among the former even 
until $50-75,000 sales have been reached. 
On the other hand, single entry records ap- 
pear less frequently among the higher sales 
groups of bankrupts than among non-bank- 
rupts. 

Inventory taking is of particular impor- 
tance among retailers for, without knowing 
it, the owner cannot ascertain whether he 
has a profit or a loss, since a larger or smaller 
inventory represents increased or decreased 
assets. Thirty-four per cent of the bankrupt 
retailers, that is 86, were known to take in- 
ventory and 45% or 114 of the non-bank- 
rupts were known to take it. Bankrupt re- 
tailers took inventory at least half of the 
time after the business had reached $20,000 
sales and non-bankrupts after $10,000, while 
all but two bankrupts with sales of $75,000 
or more and all but one bankrupt above this 
figure took inventory. 


CONCLUSION 


A comparison of the accounting records of 
failed businesses with a sample, of about 
equal size, of going businesses has disclosed 
an appreciable difference in the extent of 
adequacy within the two groups. Tested by 
an analysis in which types of enterprise 
were held constant, the greater degree of 
adequacy among the going businesses per- 
sists; that is, within all types of business en- 
terprise the records of non-bankrupts were 
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more frequently adequate than were those 
of failed businesses. Tested further by an an- 
alysis in which sizes of business were held 
constant, the greater adequacy of records of 
non-bankrupts persists till a certain size, 
about $150,000 gross income a year, is 
reached, when all variation disappears and, 
in fact, both failed and going businesses, with 
one exception, are found to keep adequate 
records. 

The objective of this article, stated at its 
beginning, was to furnish a test of the hy- 
pothesis that there was a concomitant varia- 
tion between adequacy of accounting records 
and business failure or survival. Applying 
the figures to this hypothesis it is found that, 
in so far as one set of comparisons can 
furnish a test, there is such a strong con- 
comitant variation as suggests a causal rela- 
tion. This extends through all types of busi- 
ness, but it extends only to businesses which 
are not of the largest size considered. Since, 
however, the great majority of enterprises 
are not of very large size (in the sample of 
a city’s business studied 46% of the firms 
had a gross income of less than $10,000 
yearly) this presumable causal relation 
would apply to the great majority of enter- 
prises. 

The material presented here does not, of 
course, furnish a direct test of an hypothesis 
that degree of success varies with degree of 
adequacy of accounting records. The divi- 
sions used—those businesses that have 
entered the bankruptcy court and those 
which are still in business—are gross and 
void of gradations. Among the going busi- 
nesses those which are marginal are not dis- 
tinguished from the highly profitable nor do 
we know whether those who were adequate 
in their bookkeeping methods were more suc- 
cessful than those who were not. Nor are 
degrees of failure presented among the bank- 
rupt businesses. All the present findings say 
is that the probability of the presence of 
records sufficient to perform the function of 
records is greater among going firms than 
bankrupts within all but the largest busi- 
nesses, and per contra, that inadequacy of 
records seems in all but the largest businesses 
to be one contributing factor making toward 
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failure. Of course, no claim is made that ac- 
counting records are an only cause of bank- 
ruptcy or that they are separable from some 
more inclusive factor, such as managerial 
ability which might account as well for good 
records as for other factors, which may, upon 
investigation, be found to distinguish bank- 
rupts and non-bankrupts. Indeed the entire 
field of business enterprise theory is badly 
in need of more extended researches. They 
are the only means of getting away from the 
sterile and unproved generalities which have 
thus far been all that is available. 

It would not seem unreasonable that those 
who regard business failure as constituting 
an unnecessary waste, would feel that 
further efforts are needed to control this 
aspect of business activity. In part this 
might be achieved by a more rigid judicial 
interpretation of the bankruptcy discharge 
act. If such interpretation were really used 
to deny a discharge to an applicant who has 
failed to keep books of account sufficient for 
the needs of his business rather than merely 
as a catch-all for the bankrupt who is be- 
lieved to be guilty of fraudulent acts which, 
because of absent or incomplete records are 
withdrawn from proof, would this raise the 
general standard of accounting records kept? 
That it would have some effect is probably 
true; but the extent of effect is open to 
doubt. People do not generally go into busi- 
ness with the bankruptcy court before their 
eyes, even though Douglas has found that 
10% of his bankrupts were repeaters. But 
this is not the whole picture. So far as bank- 
ruptcies are fraudulent, they depend on an- 
ticipation both of successful concealment of 
assets and of discharge. They involve, in a 
word, foresight. A higher judicial standard 
of bookkeeping would have to be taken into 
account. The question then becomes one of 
how far it is wise to go in penalizing the 
ignorant but honest bankrupt in an effort to 
control him who is deliberate and dishonest. 
Perhaps the answer would be in insisting 
on higher standards, as a condition to dis- 
charge, wherever a substantial quantity of 
assets were both traced in, and left unac- 
counted for. Some value in reducing the 
waste of bankruptcy such standards would 


seem to have, and at the precise point most 
open to control: that of deliberate dishonest 
practice. But this line of control calls for 
conscious effort to reduce the collateral jp- 
justice which its use may be foreseen to 
entail. 

Moreover, from the point of view of failure 
prevention it seems somewhat like locking 
the barn door too late to penalize the busi- 
ness man after he is out of business. A 
general requirement of adequacy for all busi- 
nesses would appear more effective. But 
whether the wary enterpriser opened his 
doors with one eye to the bankruptcy referee, 
or whether every beginning business man 
found himself faced with legal requirements, 
how would be know, in the absence of official 
specifications, that what he had would be 
termed adequate? The comparative figures 
presented show a striking difference between 
what is customary and what is adequate as 
a tool for performing the function of book- 
keeping even among the businesses which are 
not, at least openly submarginal. Only a 
little over one-half of the sample of going 
businesses were satisfactory in their book- 
keeping methods, though this low total was 
largely due to the prevalence of poor record 
keeping among retailers, who are, numeri- 
cally, the largest group of enterprisers. 

Such government regulations as exist are 
generally limited in their application or 
their requirements; those under interstate 
commerce are devoted mainly to large enter- 
prises; code authorities required payrolls and 
hours; state tax authorities generally ask 
only gross income and require no more de- 
tailed knowledge than amount of sales. 
Compare this, for example, with the careful 
Swedes who publish not only the legal re- 
quirements but facsimilies of recommended 
types of records.!° In this country buying 


10 See Nya Bokféringslagen, Stockholm, 1930. The 
Swedish legal requirements begin as follows: “For 
complete bookkeeping, the law demands a day book, 
inventory and balance sheet. For the simplest type of 
business, single entry is sufficient, i.e., entries made 
once and in chronological order. In general a division of 
items according to systematic principles is not required. 
The single entry system requires only personal ac- 
counts, i.e., those with customers and with creditors . . + 
As soon as the business takes on larger proportions, 
double entry, i.e., a double (debit credit) recording be 
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associations, credit and trade associations 
have done much to substitute for official 
specifications by recommendations to their 
members. The Harvard Business School, in 
their efforts to accumulate reliable figures, 
the New York Printers, the National Hard- 
waremen’s Association, the National Retail 
Trade Association, have all supplied, for 
certain groups, models of record keeping. 


comes necessary. All business events that cause changes 
in the various divisions of assets and liabilities or pro- 
prietorship are listed (1) chronologically in a journal 
(in case of cash and credit, in a cash journal and a memo 
book) and (2) systematically, in a ledger . . .” Facsimile 
of the proper types of records are included in the official 
bulletin. 


But associations of this kind, voluntary as 
they are, are apt to gather in only the larger 
enterprises and the more forward-looking— 
in short those least in need of outside guid- 
ance. Moreover their recommended records 
are apt to be set up in a fashion too complex 
for the majority business, the small business, 
and not suited to its needs. If current 
theories which base on the enterprisers’ ac- 
curate knowledge of the conditions of his 
business are to have application democrati- 
cally and to petty enterprise as well as to the 
more sophisticated, a good deal of further 
educational work is needed; and probably 
new lines of its organization. 


IN DEFENSE OF THE ACCOUNTANT 


ArtTHUR C. KELLEY 


to task for loose thinking, failure to 

define their terms, not comprehend- 
ing the nature of income, and in general for 
being concerned primarily with procedure 
instead of with the development of a con- 
sistent philosophy of accounting. No doubt 
much of this criticism is justified and there 
is much need of a more careful use of words 
and more precise definitions of accounting 
terms in the writings of accountants. Yet 
when the accountant turns to the writings 
of economists dealing with accountancy, 
what does he find? The fact is that many of 
the writings of economists disclose such a 
theoretical and academic type of mind, that 
their ideas are of very little help to the ac- 
countant in solving the problems which face 
him in his daily practice. 

A school of economic thought has arisen 
which has developed and elaborated the idea 
that the work of the accountant is essentially 
that of valuation, and the balance sheet is 
in essence a statement showing the present 
worths of the expected future services which 
the assets will yield. The balance sheet is 
thus a forecast and is not an objective state- 
ment of facts. The accountant becomes a 
forecaster and prepares statements of 
opinion about what will happen in the 
future. This idea is surely far removed from 
the realities of the accountant’s daily work. 


Byer often take the accountants 


Eminent economists have been known to 
make economic prophecies as to future 
trends of business activity which completely 
failed to come to pass. Would accountants 
have any better success in the field of fore- 
casting? Hardly. It would seem that such 
forecasting should not be indulged in by 
accountants for two reasons: First, it is im- 
possible to forecast the future income of a 
competitive enterprise because of the many 
variables in the problem, and second, the 
accountant’s task is historical analysis and 
interpretation in the light of known facts. 

The fundamental nature of a business 
enterprise under the prevailing competitive 
price system is to produce a service or a good, 
which is not used directly, but is exchanged 
on the market for money of the realm which 
flows back to the enterprise and is recorded 
as “sales.”” This money is then used to buy 
labor, materials and equipment which are 
necessary to produce the goods. Each asset 
is a “‘storage of service” and renders its own 
particular service thruout its life for the 
purpose of producing the goods (which are 
also services of a different type) offered for 
sale on the market. All the services required 
in the production of the goods must likewise 
be acquired by purchase in the market, and 
the monetary measure of all services used 
in the productive process is called the “cost 
of production,” including here also what ac- 
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countants term “selling administrative and 
financial costs.”’ The excess of the market 
price of the goods sold over the cost of pro- 
duction is commonly called the net income 
or net profit of the enterprise, and is evi- 
denced by an increase in the value of the 
net assets which accrues to the benefit of 
the owners and is reflected by a correspond- 
ing increase in the value of the proprietor- 
ship. 

This increase in proprietorship of the 
enterprise is deemed to be distributable to 
the owners, and in the case of a single pro- 
prietorship or a partnership it constitutes 
the proprietors’ taxable income, under pres- 
ent Federal laws. It is evident that the in- 
come of an enterprise is a residuum or an 
amount left over after deducting the cost- 
outlays from the sales income. Being a 
residuum the income is determined by all 
the factors which affect the outgoing stream 
of costs (services acquired and used) and 
the incoming stream of services obtained by 
the exchange of the product on the market 
for money. The factors which affect these 
incoming and outgoing streams are of course 
numerous and complicated, but they must 
all be considered before the final enterprise 
income can be determined. 

It is undoubtedly true that “income is, 
without exception, the simplest and most 
fundamental concept of economic science” 
as Dr. Canning states.! Its essential nature 
is a flow of services or desirable events run- 
ning to the individual beneficiary. Thus in- 
come comprises that which sustains human 
life and satisfies human wants. It is the com- 
mon practice to measure an individual’s in- 
come by the money value of the services 
which he has the power to obtain during a 
period of time, even though this power is not 
exercised, that is, the income is not spent. 
For practical purposes it does not seem help- 
ful to push the idea of income further and 
restrict its meaning to “final objective in- 
come” or the amount of services actually 
used. It would seem desirable to continue to 
define income as the power to command 
services which is measured in money and 


1 John B. Canning, Economics of Accountancy, p. 175. 


which flows to the individual during a period 
of time. This is the common idea of incom 
and it is also the general legal concept of ip. 
come as defined by the income tax statute, 
subject however to many exceptions. 
While admitting the supreme significang 
and the basic nature of the income concept, 
the accountant cannot admit that the wor 
which he does, for example in preparing; 
balance sheet of a business enterprise, is ty 
engage in economic forecasting and to set w 
schedules which are statements of opinion 
about the expected future income of the 
concern. To illustrate the impossibility of at. 
tempting to prepare a balance sheet whic 
expresses the present worth of the future e 
pected enterprise income, the following cag 
will be cited. This balance sheet was pr. 
pared by a reputable and eminent firm ¢ 
accountants according to the accepted prin 
ciples of accounting, and depicts the cond: 
tion of the concern on December 31, 1931. 


X Manuracturine Company, Dec. 31, 1931 
ASSETS 
Accounts Rec. less 
Reserve. 
Notes Receivable. . . 
Inventories 
Certificate of Deposit 


807 , 899.25 
84, 563.00 
5,670, 685.91 
10, 285.83 


Total Current Assets $ 7,944, 741.5 


Investments 1,176, 588.0 
Land, Bldg. & Equip. less Res....... 
Deferred Charges 


Intangibles 


$40 , 952, 277.8 


LIABILITIES AND CAPITAL 
Accounts Payable... $ 3,123,973.98 
Long term liabilities 3,179,475.45 

Total liabilities $ 6,303, 449.4 
Preferred Stock 
Common Stock 
Surplus 


$12,621, 700.00 
14,999, 415.00 
7, 027,713.39 


The current assets in this balance shee 


were valued at the lower of cost or market 


and the fixed assets at cost less depreciation 
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This statement indicates that the stock- 
holders of the corporation had invested a 
total of $34,648,828 in the concern, and the 
creditors had loaned a total of $6,303,449, 
making the total cost value of the assets 
$40,952,277. The accountants in this case 
properly presented the condition of the 
business on the basis of historical costs, and 
no criticism can be directed toward them 
for the statement they prepared. 

However, according to that school of 
thought which maintains “‘the balance sheet 
is wholly a forecast—never an objective 
determination of provable facts’? the above 
statement is completely erroneous, because 
it indicates the present worth of future ex- 
pected income which will accrue to the 
owners or stockholders of this concern, is 
$34,648,828. As a matter of fact within one 
year from the date of the above balance 
sheet this concern went into receivership, 
and the income which has been earned four 
years after the date of the above statement is 
nil. The equity of the stockholders has been 
wiped out and the probability that even the 
creditors will ever receive full payment for 
their claims is very remote. 

If the accountants in this case had been 
attempting to evaluate the assets and corre- 
sponding proprietorship of the business in the 
sense of showing the present worth of the 
expected future income, they were com- 
pletely in error, because then they should 
have valued the proprietorship at zero, or 
very close thereto. Of course they were not 
attempting to do any such thing. 

It is surely futile to attempt to evaluate 


2 See E. G. Nelson, ‘“The Balance Sheet Approach,” 
Tue Accountine Review, Dec. 1935, p. 316. 


the assets of an enterprise on the present 
worth basis in this dynamic business age, 
when styles, customs and whims of custom- 
ers quickly change, when technological im- 
provements in production are continually 
appearing, when the market demand for the 
output is continually changing because of 
political barriers, national egotism, wars and 
disasters, and when even the monetary 
standard of value is fluctuating. All these 
and many other imponderables make pres- 
ent worth valuations utterly impossible in 
the dynamic, ever-changing conditions of 
modern business competitive enterprise. 

The accountant is not a prophet, and the 
sooner he admits his proper sphere of activity 
and his own limitations, the sooner will his 
true function in the business world be real- 
ized, which is primarily that of historical 
analysis for the purpose of business control. 
To be sure the findings of accountants are 
of the greatest importance for the present 
and future control of the enterprise, but this 
is not to say that his findings represent his 
opinion of the present worth of the future 
income of the concern. 

As Mr. M. E. Peloubet* and Prof. A. C. 
Littleton‘ and others have clearly pointed 
out, “cost and investment” and not valua- 
tion are the concepts to which the account- 
ant should hold fast. It is true that some 
accountants perhaps at times have entered 
where even angels fear to tread, and have 
given valuations, or opinions of future ex- 
pected income, but this is dangerous ground 
on which to enter, and had better be left to 
forecasters and economists. 


3 Journal of Accountancy, July 1935, p. 54. 
4 “Value or Cost,” Tap Accountine Review, Sept 
1935, p. 272. 
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INFLUENCE OF THE SECURITIES AND EXCHANGE 
COMMISSION UPON ACCOUNTING PRINCIPLES 


T. H. SANDERS 


ACCOUNTING REQUIREMENTS OF THE LAW 


HE SUBSTANCE of the power of the 
Securities and Exchange Commission, 
in so far as it concerns accounting, de- 
rives from that passage in the Securities Act 
which in effect enables the Commission to 
stop the issue of new securities “if it appears 
to the Commission at any time that the 
registration statement includes any untrue 
statement of a material fact or omits to state 
any material fact required to be stated 
therein or necessary to make the statements 
therein not misleading.”! For the Com- 
mission the various items of a balance sheet 
and of an income statement are “material 
facts,” and what in accounting parlance is 
often referred to as the disclosure or non-dis- 
closure of information becomes in the law 
the statement or omission of material facts. 
The corresponding powers in the Exchange 
Act make it “unlawful for any member .. . 
to effect any transaction in any security .. . 
unless a registration is effective’? as pre- 
scribed by the Commission. It is now gener- 
ally understood not only that the Commis- 
sion has this power to stop the issue of new 
securities under the Securities Act, or to 
prevent the effective listing of a security 
upon a stock exchange under the Exchange 
Act, but also that any misstatements or 
omissions which may escape the scrutiny of 
the Commission and enter into the basis of 
transactions in the securities of the company, 
expose the persons responsible for such mis- 
statements to various and much discussed 
liabilities and penalties. 

The principles of accounting are a body of 
rules under which the recording in detail, 
and reporting in summary, of the financial 
transactions of a business may be accom- 
plished in such a manner that all the im- 
portant factors contributing to the showing 


1 Securities Act of 1933, Section 8(d). 
* Securities Exchange Act of 1934, Section 12(a). 


of the company’s financial condition and 
earnings may be made evident. In this area, 
the Commission’s task is, therefore, identical 
in purpose with the dictates of accounting 
principles; in fact it may be said that the 
success of the Commission as a regulatory 
body will in large part be dependent upon 
the development and general acceptance of 
a body of principles upon which it can rely 
in the administration of the legislation com- 
mitted to its charge. 

A somewhat more detailed, but still very 
general, statement of the accounting aspects 
of the Commission’s work is contained in 
those sections of Schedule A dealing with the 
balance sheet and profit and loss statement: 


(25) a balance sheet as of a date not more than 
ninety days prior to the date of the filing of the 
registration statement showing all of the assets of 
the issuer, the nature and cost thereof, whenever 
determinable, in such detail and in such form as 
the Commission shall prescribe (with intangible 
items segregated), including any loan in excess of 
$20,000 to any officer, director, stockholder or 
person directly or indirectly controlling or con- 
trolled by the issuer, or person under direct or 
indirect common control with the issuer. All the 
liabilities of the issuer in such detail and such 
form as the Commission shall prescribe, including 
surplus of the issuer showing how and from what 
sources such surplus was created, all as of a date 
not more than ninety days prior to the filing of 
the registration statement. If such statement be 
not certified by an independent public or certified 
accountant, in addition to the balance sheet re- 
quired to be submitted under this schedule, a 
similar detailed balance sheet of the assets and 
liabilities of the issuer, certified by an independ- 
ent public or certified accountant, of a date not 
more than one year prior to the filing of the regis 
tration statement, shall be submitted; 

(26) a profit and loss statement of the issuer 
showing earnings and income, the nature and 
source thereof, and the expenses and fixed charges 
in such detail and such form as the Commission 
shall prescribe for the latest fiscal year for which 
such statement is available and for the two pre 
ceding fiscal years, year by year, or, if such issuer 
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has been in actual business for less than three 
vears, then for such time as the issuer has been in 
actual business, year by year. If the date of the 
filing of the registration statement is more than 
six months after the close of the last fiscal year, 
a statement from such closing date to the latest 
practicable date. Such statement shall show what 
the practice of the issuer has been during the three 
years or lesser period as to the character of the 
charges, dividends or other distributions made 
against its various surplus accounts, and as to de- 
preciation, depletion, and maintenance charges, 
in such detail and form as the Commission shall 
prescribe, and if stock dividends or avails from 
the sale of rights have been credited to income, 
they shall be shown separately with a statement 
of the basis upon which the credit is computed. 
Such statement shall also differentiate between 
any recurring and nonrecurring income and be- 
tween any investment and operating income. 
Such statement shall be certified by an independ- 
ent public or certified accountant; 


Anybody who reads these requirements 
minutely, and with attention to the literal 
meanings, will appreciate the significance 
and wisdom of the clause: “‘except that the 
Commission may by rules or regulations 
provide that any such information or docu- 
ment need not be included in respect of any 
class of issuers of securities if it finds that 
the requirements of such information or 
document is inapplicable to such class and 
that disclosure fully adequate for the pro- 
tection of investors is otherwise required to 
be included within the registration state- 
ment.’ In other words, the Commission is 
vested with a wide discretion as to what it 
may require by way of information, provided 
the object sought for is attained, namely, a 
complete disclosure of all material facts. 


MAGNITUDE OF THE COMMISSION’S 
ACCOUNTING PROBLEM 


This is a particularly necessary and fortu- 
nate provision when the breadth of the 
Commission’s assignment is borne in mind. 
It is charged with supervision over com- 
panies in every line of business; it will have 
to be flexible in its requirements if the pe- 
culiar conditions of different industries are 
to be adequately represented. In this respect 


* Securities Act, Section 7. 


the S.E.C. is in a very different position 
from the I.C.C. or the F.C.C., or the state 
public utility commission. These latter have 
a relatively small and homogeneous class of 
operations to cover, and may as a business 
proposition prescribe for them with much 
more assurance than the S.E.C. could bring 
to the task of specific prescription of form 
and method. In fact the accounting task of 
the other commissions is more analogous to 
the development of a uniform accounting 
system such as many industries have in- 
dividually and voluntarily undertaken for 
themselves, the only difference being that 
in the governmental field most of the com- 
missions have power to require compliance. 

The Internal Revenue Department has a 
jurisdiction even wider than that of the 
S.E.C. as regards the number and variety of 
businesses reporting to it, but far more nar- 
row as regards the specific object of the ac- 
counting reports it receives. The Internal 
Revenue Department is concerned with de- 
vising a formula for taxable income, in which 
its main care must be the levying of a uni- 
form charge on people in like financial posi- 
tion as to income. While the statements filed 
with this department should be reconcilable 
with statements prepared for general finan- 
cial purposes, it has never been claimed that 
these should always be identical. 

It requires to be clearly understood that 
the accounting rules of the S.E.C. apply 
strictly to registration statements filed with 
the Commission, which has no direct juris- 
diction over the reports furnished by com- 
panies to their stockholders. It is likely that 
the latter will, in form and content, continue 
to be largely what they have hitherto been 
except that, in the case of listed companies 
or companies expecting to offer new issues, 
there can be no obvious inconsistencies of a 
material nature between the reports to stock- 
holders and the statements filed with the 
Commission. The liabilities for misstate- 
ment as specified in the Securities Act and 
Exchange Act apply to the registration 
statements and not to reports to stock- 
holders, but no company will wish to draw 
suspicion upon itself by discrepancies be- 
tween the two. It is clear, furthermore, that 
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both statements must come from the same 
common source, namely, the books and 
records of the company. 


APPLICATION OF ACCOUNTING PRINCIPLES 


It is to these records, therefore, that the 
principles of accounting must primarily ap- 
ply, but it is also necessary that the same 
principles be carried through into the reports 
by which the books and records are sum- 
marized for those who may have an interest 
in them. There is no question but that the 
leading companies of the country have 
within the past twelve months scrutinized 
their own internal accounting practices with 
extreme care in the light of the requirements 
of the S.E.C., and wherever any material 
difference occurred, either in the treatment 
of items or in the amount of information to 
be given, have asked themselves whether 
their own practices came within the S.E.C. 
requirements, in view of all the latitudes 
there allowed. 

Without doubt the S.E.C. constitutes a 
potent force for the realization of account- 
ing principles as they have long been ex- 
pressed in textbooks. Without doubt the 
accounting conversation of our business cor- 
porations will more than ever before be of 
the order of “yea, yea, and nay, nay”’; the 
deliberate disregard of fundamental prin- 
ciples will be a far more perilous matter than 
it has ever been. 

But for that great majority of corpora- 
tions which have always wanted to do a good 
job in their accounts the principal difficulties 
have not lain in the acceptance of the general 
principles, but rather in their application to 
peculiar conditions. It is not necessary here 
to dwell upon the shortcomings in the past 
of records in which, for example, lump sum 
transactions have been consummated for 
the acquisition of entire business units with- 
out itemizing the asset and liability elements 
involved. Nearly every large corporation 
twenty years old or over has a good deal of 
this sort of thing in its early records, making 
it very difficult, if not impossible, to be very 
categorical in stating the amounts and de- 
scription of its various property accounts. 
From now on changes will occur in two 


directions. In the first place efforts will be 
made to clear up old records, even when this 
involves arbitrary appraisals and apportion- 
ments. This was done, for example, in the 
case of American Smelting and Refining 
Company, which during the past year has 
for the first time divided its property ae- 
counts as between tangible and intangible 
items. In so doing the company stated that 
although the S.E.C. regulations did not in- 
sist upon the separation, yet the evident 
preferences of the Commission had led them 
to take the step. In one way or another old 
confusions will gradually be eliminated from 
the balance sheet, and the more precise prae- 
tices of recent years will place the property 
accounts upon a more definite basis. In the 
second place new transactions of consider- 
able magnitude, such as mergers or the ae- 
quisition of general properties, will be more 
explicitly recorded, so as to segregate the 
different classes of property. From a business 
point of view as well as for accounting pur- 
poses it will not be at all a bad thing to re- 
quire the principal actors in such transae- 
tions to inventory the deal and make up 
their own minds exactly what they are 
getting in the purchase. If the physical assets 
are reasonably priced, and it has been 
thought proper to pay a larger.amount for 
the entire business as a going concern, it 
would not seem that the common rule of 
regarding the excess as something of an in- 
tangible nature in the order of goodwill is 
improper. One would hesitate to make an 
arbitrary rule to this effect, and the Com- 
mission has refrained from doing so. Where 
properties have been acquired at something 
corresponding to the capitalized value of 
their earnings, and changing price levels and 
maintenance practices have resulted in a 
reproduction cost which would be far above 
the book values, it is not in all cases entirely 
necessary or just to require the management 
to make on oath an apportionment of that 
total purchase price as between tangible and 
intangible properties. On the other hand, 
they are required to do this for income tax 
purposes, and although the amounts arrived 
at for that purpose may not be completely 
satisfactory they at least represent one basis 
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for the apportionment. It would seem that, 
taking all requirements into consideration, 
it is generally desirable that a specific alloca- 
tion of investment among the various assets 


be made. 
FLEXIBILITY IN S.E.C. REGULATIONS 


Reference has already been made to the 
freedom of choice allowed by the Commis- 
sion’s regulations; it seems desirable to de- 
fne further the character of this freedom. 
It probably does not mean that the Com- 
mission would condone any kind of account- 
ing, even though clearly expressed. The 
general preferences of the Commission are 
unmistakable, and the alternatives allowed 
are not designed to furnish excuses for any 
subterfuges in accounting practice that regis- 
tering companies might see fit to present. 
The first requirement certainly is full dis- 
closure, but if the methods disclosed are un- 
satisfactory the Commission has full power 
to require other information, and to issue 
stop orders not only for insufficient informa- 
tion, but also if the information supplied 
discloses a situation which seems to them 
fraudulent. On the other hand, it is certain 
that the Commission will elicit much more 
constructive information by the policy it has 
followed than would have been obtained by 
a policy of specific prescriptions and prohi- 
bitions with respect to the various items of 
accounting statements. The general sanc- 
tion (if one may now use that word in its 
ordinary sense) expressed in the provision 
that “the registrant may file statements and 
schedules in such form, order, and using such 
generally accepted terminology as will best 
indicate their significance and character in 
the light of the instructions” was evidently 
designed to encourage the adequate pres- 
entation of the special features of any 
corporation which might have occasion to 
register with the Commission. To have fol- 
lowed a contrary course, to have prescribed 
a form with specific instructions, would un- 


mdoubtedly have distorted the showing in 


many balance sheets, and destroyed their 
true significance. It is this emphasis on an 


‘Securities Act, Section 17. 


affirmative and constructive practice which 
has justified the high esteem in which the 
Commission has generally come to be held. 

It is interesting to list the matters on 
which the Commission allows alternatives, 
or on which the requirement is merely for 
disclosure of the basis adopted. The follow- 
ing paragraphs constitute only a partial list, 
including the more important matters so 
treated. 

In consolidating accounts considerable 
latitude is allowed, both in respect to what 
may be consolidated, and also in the treat- 
ment of intercompany items. The one thing 
insisted upon is that the practices adopted 
shall be disclosed. 

The treatment of foreign balances con- 
verted into dollars, and of the resulting 
profit, is left to the company’s discretion. 

The inclusion of debatable items in cur- 
rent assets or current liabilities may be 
rested upon trade practices, if the practices 
are cited. 

The classification of inventories, when 
there are important subdivisions, and the 
basis of their valuation, are left to be treated 
as the conditions of the industry and of the 
company may suggest. 

In connection with all assets it is required 
only that the basis of arriving at the amounts 
or values shown shall be stated, but in no 
case is a specific basis prescribed. 

The problem of the separation of capital 
surplus from earned surplus is allowed to be 
determined by what the accounting practice 
of the company has been, although future 
amounts added to surplus must be suffi- 
ciently described. 

With respect to contingent liabilities the 
regulation states only that they must have 
‘““due consideration.” 

Although it is required that the different 
main sources of revenues shall be separately 
stated, yet the Commission does not carry 
this rule into small amounts; anything under 
10% of the total gross revenues may be 
combined. This, however, does not refer to 
miscellaneous other income, from sources 
other than the company’s principal opera- 
tions. These are required to be separately 
shown. 
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Schedule VIII has the appearance of a 
hard and fast prescription as to important 
items of cost, but on examination will be 
found to be an attempt by the Commission 
to elicit this information in terms conform- 
able with whatever accounting system the 
company may be following. These items may 
be shown in the income statement proper, or 
in Schedule VIII,’ or divided between the 
two, according to the cost accounting and 
inventory practices of the registering com- 
pany. 

For both debt discount and expense, and 
discount and commissions on capital stock, 
the method or basis of amortization is left 
to the discretion of the company. 

Reacquired bonds are expressly permitted 
to be shown as Other Security Investments 
(Item 9) or as deductions from Funded Debt 
(Item 26), but as a separate item in eithercase. 

In the case of reacquired stock a prefer- 
ence is expressed for having it shown as a 
deduction from capital stock, or from sur- 
plus, or from the two combined; though it 
may also be shown as an asset under Other 
Security Investments, provided the reasons 
for so doing are given. If treated as a deduc- 
tion on the liabilities side the further option 
is allowed of making this deduction “at 
either par or cost as circumstances require.” 
Presumably any reasons of substance, 
whether of a legal nature or connected with 
managerial financial purposes, would be 
satisfactory to the Commission, as well as 
informative to investors. 

No prescription is given for the basis of 
determining cost of securities sold, for the 
purpose of ascertaining profit or loss. The 
choice of basis is left to the company, but 
must be stated. 

It is certain that if the Commission’s staff 
lives up to the liberal spirit of these provi- 
sions much more helpful information will be 
placed at the disposal of investors than 
would otherwise be possible. In the case of 
surplus, for example, everybody recognizes 
the desirability of explaining its nature, in 
cases where it contains unlike elements in 
substantial amounts. But if the Commission 
sought to require a hard and fast legal de- 
scription of the balance in surplus account 


as shown in the balance sheet, many com. 
panies would either be unable to comply, or 
would be forced to efforts of compliance 
with showings having the appearance, but 
not the reality, of precision. This is not only 
because of the uncertain character of 
amounts credited to surplus in the remote 
past; still more the difficulty is caused by 
the impossibility of allocating subsequent 
deductions from surplus, whether dividend 
payments or other charges, as between the 
earned and capital elements which might 
formerly have been therein. The result is 
that it may be easy for a company to say 
such things as: “In 1918 the sum of 
$5,000,000, a capital surplus item, was 
credited to suplus for the following reasons,” 
It is not possible for the same company to 
say ““There is now included in surplus an 
amount of $5,000,000 capital surplus,”’ be- 
cause all charges against surplus subsequent 
to 1918 may be apportioned in almost any 
degree as between that capital surplus item 
and earned surplus credits. 

The liberal spirit reflected in regulations 
of this character, together with their ad- 
herence to the broad principles of account- 
ing, have gone far to win the general ac- 
ceptability with which the Commission's 
regulations have for the most part been re- 
ceived. In this respect these regulations have 
been unlike those of the Federal Communi- 
cations Commission, which, in their require- 
ments for the substitution of property costs 
to some prior owner for costs to the present 
owner, strike at the very roots of what has 
always been regarded as sound property ac- 
counting. It is difficult to imagine the con- 
fusion which would be introduced to ac- 
counting principles and practices if a rule of 
this sort became in any way generally ac- 
cepted. 


MANDATORY FEATURES OF 
THE REGULATIONS 


With all this flexibility it is important to 
observe the sort of things which are i- 
sisted upon in the regulations of the S.E.C. 

The first of these unquestionably is full 
disclosure of all material facts; the Commis 
sion under the law must require this, and its 
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whole conduct has indicated a determination 
to do so. Wide ranges of choice at many 
points have been cited; latent in these op- 
tions is an implied recognition that manage- 
ment is responsible for the conduct of its 
own business, and that the primary purpose 
of accounting is to record what management 
has done in the discharge of its responsibil- 
ities, not to tell management what it may 
ormay not do. It is safe to say that the Com- 
mission will insist upon this primary func- 
tion of accounting being realized in all es- 
sential matters. 

The general limits of consolidation, both 
as to what may and may not be consolidated, 
and the character of information required 
in a consolidation, are fairly definitely in- 
dicated. Again there is room for the han- 
dling of exceptional cases, but the spirit and 
intent of the requirement are reasonably 
clear, and could not lightly be evaded. That 
the Commission will take a critical view of 
consolidated statements which to them seem 
to fail to disclose important facts was made 
abundantly clear by its statement in the case 
of Baldwin Locomotive Works, in which the 
Commission held that the effect of a balance 
sheet which consolidated a subsidiary only 
sixty per cent owned was to “portray a net 
quick asset position better than that of the 
issuing corporation.’”® 

While the Commission did not prescribe 
a precise form or wording for the account- 
ant’s certificate, its general character and 
substance are set forth. The American In- 
stitute of Accountants, in codperation with 
the New York Stock Exchange, has evolved 
a form of certificate which has found wide 
acceptance, yet there is a good deal of feeling 
among public accountants against having 
any one form prescribed by law. Their view 
is that since the accountant is liable under 
the law for what he says in the certificate, the 
law should not put the words into his 
mouth, and the regulations indicate that the 
Commission accepted that view, at the same 
time prescribing in plain terms what the 
substantive contents of a good certificate 
should be. 
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FLEXIBILITY IN ADMINISTRATION 


In this matter of the part played by the 
auditor’s certificate the ideas expressed by 
Professor C. Aubrey Smith in the December 
issue of the AccountTinG Review are most 
interesting. He there cites a number of cases 
of which conflicting opinions might be held 
as to the treatment of certain matters by 
the registrant company. While the account- 
ing practices of the company might be open 
to criticism, or even to condemnation, the 
company was not, in the several cases men- 
tioned, required to restate its balance sheets 
and income statements, because the com- 
ments of the auditors had made the situa- 
tion clear. It would seem that Professor 
Smith’s position is well taken; it is tanta- 
mount to saying that the entire registration 
statement is a unit, comprising all the rep- 
resentations of the registrant company, and 
all the supporting testimony of experts. 
When there is any question as to the com- 
pany’s handling of an item it is reasonable 
to suppose that the public can learn more 
from seeing first the company’s treatment 
and then the dissenting views of the ac- 
countant, than they could from a cut and 
dried presentation prescribed by the Com- 
mission. This is one of the happiest and most 
important lines of policy adopted by the 
Commission; it is in the spirit of its own 
regulations; it will undoubtedly make the 
statements available to the public more in- 
formative rather than less, and will increase 
the prestige and power of the Commission. 


SIGNIFICANCE OF HISTORICAL 
INFORMATION REQUIRED 

Another important requirement upon 
which the Commission can safely insist is 
that marked as “Supplemental Financial In- 
formation,” Question 34 of Form 10. It has 
been shown above how impossible it often is 
to require a specific analysis of the present 
surplus balance; it is a very different thing, 
so far as the assurance with which one can 
speak is concerned, to state certain historical 
facts which have from time to time affected 
surplus, and which serve the purposes in 
mind even better than could a sub-division 
of the present surplus balance. Nor should it 
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be assumed that the items which will here 
be disclosed will in all cases be matter for 
criticism; on the contrary, it is safe to say 
that the great majority of them will reflect 
proper exercise of managerial powers in ques- 
tions of financial policy, but matters on 
which any intelligent investor would wish to 
be informed. For example, during the last 
four years writedowns of property and plant 
would appear conspicuously in this section. 
There has been much discussion of the ac- 
counting and financial effects of such write- 
downs, as they work themselves out in the 
balance sheet and income statement; but 
the far more important considerations are 
those of a business and economic character. 
Many economists, as well as many business 
men, feel strongly that when there is a gen- 
eral decline in price levels it is altogether 
desirable that a business should reduce its 
fixed charges accordingly, reduce its selling 
prices, and thereby help to maintain or in- 
crease the volume of business, employment, 
and the flow of consumable goods. What- 
ever may be one’s views on such matters 
they are clearly management problems of 
the first magnitude, which are not within 
the province of accounting alone to de- 
termine. After they have been determined, 
however, it is the peculiar province of ac- 
counting to make the consequence, as clear 
as possible, and this the regulations require. 
The Commission asks that the transactions 
be described as they occurred; it does not 
ask for the more dubious and difficult in- 
formation as to how these matters stand in 
the present account balances. 


BASIS OF PROPERTY ACCOUNTING 


In connection with this same question of 
property “‘values” it is interesting to note 
that the Commission has, by the language of 
its regulations, lent support to the view, 
pretty generally accepted by accountants, 
that it is not the business of the accounts 
to reflect the “‘value”’ of the properties and 
plant. For lack of a better word we have all 
talked somewhat freely of “values” and 
“valuations,” understanding in our own 
minds that what we were thinking about 
was the statement of assets on a cost basis, 
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and the subsequent periodic apportionment 
of those costs to income. To those not 
primarily trained in accounting the discys. 
sions of value and valuation have always 
been confusing. The Commission has at leas 
refrained from adding to this confusion, 
when in Schedule II it speaks primarily of 
the balances in the property accounts, addi. 
tions and subtractions at cost, and does not 
use the word “‘value.”’ Thus the emphasis js 
laid upon changes in the amount of property 
resulting from expenditures and retirements 
during the year, which are the important 
matters, and not upon the “value” of the 
whole property, which in a going concern of 
some age is a highly dubious and relatively 
immaterial fact. 

With regard to current assets and current 
liabilities the effect of the regulations is to 
require a strict definition of the totals, and 
of the component parts which enter into the 
showing of the current ratio. Border line 
items frequently occur, the inclusion or ex- 
clusion of which in the current bracket may 
be debatable; but it is certain that the com- 
pany and its accountants have more in- 
formation on the subject than anybody 
else, and they are called upon to give their 
judgment on the question by the require. 
ment that the total of current assets and of 
current liabilities shall be shown. 


SOME PRINCIPLES OF INCOME DETERMINATION 


An interesting example of the kind of pres 
sure the Commission is able to bring to bear, 
without prescribing a fixed rule, occurs in 
the regulations pertaining to the income 
statement for investment trusts, as given in 
the Instruction Book for Form 15. First of 
all, for income the registrant is required to 
“state separately the total of income from 
(a) cash dividends, (b) interest, and (c) other 
income (specify).”” Then it is required that 
the registrant “state, as to any dividends 
other than cash, the basis on which they 
have been taken up as income and the justi- 
fication alleged, if any, for such action.” 

This is a plain hint that ordinarily the 
Commission would view the treatment of a 
stock dividend as income with marked dis- 
approval; it is implied that in many cases 
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no justification can even be alleged for such 
a practice, but it is recognized that regu- 
larly recurring stock dividends, in amounts 
not greater than the current earnings of the 
declarant company, may reasonably be 
treated as income, and that other circum- 
stances may conceivably arise which would 
justify such a practice. By requiring the 
statement of the particular circumstances 
which are claimed to justify, or at least ex- 
plain such accounting, the Commission not 
only causes the public to be apprised of 
those circumstances, but also emphasizes 
their exceptional character, and the fact that 
they are not to be regarded as satisfactory 
for general practice. 

After all the ordinary expenses for super- 
vision and management, and even unusual 
expenses, have been deducted from the in- 
come as above defined, and after the provi- 
sion for income taxes, a balance of income 
(Item 9) is obtained. This amount is clearly 
regarded as the ordinary income of an in- 
vestment trust, but following it are provided 
items for gain or loss realized, first from 
security transactions, and next from trans- 
actions in other investments, to which items 
is appended the following note: 


Persons whose policy is to engage primarily in 
trading and who use, in determining their income 
for income tax purposes, opening and closing in- 
ventories on a basis prescribed by the United 
States Treasury Department regulations relating 
to the income tax, may report under caption (1) 
above, under a subcaption specially designated, 
gains or losses called for under captions (10) and 
(11). In such case, a footnote to the profit and loss 
statement shall indicate that the policy of the 
person is to engage primarily in trading. 


Here again the Commission shows itself 
conversant with the very different types of 
business known as investment trusts, and in 
particular with the fact that these differ- 
ences have not hitherto been adequately 
called to the attention of the investing 
public. The very name “investment trust” 
implies a certain fixity of the investments, 
with only occasional changes such as in the 
management’s discretion are thought likely 
to maintain the integrity of the capital in- 
vested in the trust. A surprising number of 
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well informed people do not understand 
that, operating also under this name “in- 
vestment trust,” are numbers of businesses 
which buy and sell securities like groceries, 
aiming to make the increase between the 
buying and selling price their principal 
source of income. When such people are first 
confronted with this fact they are apt to 
say: ‘Then they should not be called ‘invest- 
ment trusts.’”” The Commission has re- 
frained from going the length of requiring 
such businesses to take a different name, but 
in the paragraph cited above has required 
that they shall announce the character of 
their business in explicit terms and not leave 
innocent folk under the impression that they 
are putting their money into a literal invest- 
ment trust, if in fact it is a security trading 
company. 

It ought to be added that there is no neces- 
sary stigma attaching to this trading busi- 
ness providing all interested parties, espe- 
cially the investors, know what they are 
about. Securities properly issued are per- 
fectly legal commodities, and if numbers of 
investors are willing to entrust certain 
managers with their money for the purpose 
of buying and selling such commodities, 
there is no good reason why they should not 
be permitted to do it. From the fact that 
the Commission has made provision in this 
way for the results of such operations to be 
shown, a member of the public may infer 
that it recognizes, without protest, the ex- 
istence of such business, subject only to full 
disclosure of its nature. 


EFFECTS OF THE REGULATIONS 


The general effect of these regulations will 
undoubtedly be to strengthen the hands of 
all who are concerned in good accounting. 
Company accountants and public account- 
ants will be able to point to these require- 
ments in support of what they regard as 
necessary for accurate statement and full 
disclosure. While the Commission has en- 
deavored to make its regulations liberal, 
practical and adaptable to the greatly varied 
conditions of business, yet it is reasonable to 
believe that accounting principles, as em- 
bodied in the published statements of corpo- 


they 
justi- 
y the 
t of a 
d dis- 
cases 


74 


rations, will look more like the accounting 
principles taught in colleges than ever be- 
fore. And this will be true whether or not 
the statements are filed with the Commis- 
sion; it would be absurd to suppose that in 
the circumstances reports to stockholders, 
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or any other publications by busines 
corporations, could show any material 4j. 
vergences from statements filed with th 
Commission. Company and public account. 
ants all over the country have that idg 
clearly in mind. 


CONVENTION REPORT 


American Association of University Instructors in Accounting— 
Proceedings of the Twentieth Annual Convention, New York 


HE TWENTIETH annual convention of 
the American Association of Uni- 
versity Instructors in Accounting was 
held in the Hotel Commodore, New York, 
on December 27-28, 1935. The program was 
as follows: 
Friday, December 27, Morning Session 


General Topic: Accounting Theory; Chairman, 

George O. May, Price, Waterhouse & Co. 

Papers were read by— 

William Morse Cole, ““What Do We Mean by 
Cost?’’, with a discussion led by C. Oliver 
Wellington 

A. C. Littleton, “Changing Theories of In- 
come,” with a discussion led by Walter A. 
Staub 

H. R. Hatfield, ‘““Depreciation,”’ with a discus- 
sion led by William H. Bell 

W. A. Paton, “The Valuation of a Business 
Enterprise,” with a discussion led by Sam- 
uel J. Broad 


Friday, December 27, Afternoon Session 


General Topics: Accounting Education and Spe- 
cialized Accounting; Chairman, Harvey G. 
Meyer, first vice-president, American Associ- 
ation of University Instructors in Accounting 

Papers were read by— 

Roy B. Kester, “Education for Professional 
Accountancy,” with a discussion led by 
Warren W. Nissley 

Stanley E. Howard, “Accounting Instruction 
in the Liberal Arts Curriculum,” with a dis- 
cussion led by Andrew Barr 

Ira N. Frisbee, “Accounting for Income of 
Municipalities,” with a discussion led by 
D. M. Shonting 

C. Rufus Rorem, ‘“‘Hospital Accounting,” with 
a discussion led by Monroe Carroll 


Saturday, December 28, Morning Session—Joini 
Meeting with Teachers of Business Law in 
Collegiate Schools of Business 


General Topic: Accounting and Law; co-chair. 
men, Nathan Isaacs, Harvard University and 
F. H. Elwell, University of Wisconsin 

Papers were read by— 

Thomas H. Sanders, “Influence of the Secur- 
ties and Exchange Commission on Account- 
ing Principles” 

David A. Buckley, ““Tax Litigation before the 
Tax Unit in Washington,” with a discus 
sion led by James L. Dohr 

Paul M. Green, “Some Problems in Goven- 
ment Accounting” 


Meeting of the Executive Committee 


The executive committee met at noon on 
December 27, 1935 in the Commodore Ho- 
tel, New York City, with the following mem- 
bers present: H. S. Noble, H. G. Meyer, 
J. B. Taylor, E. L. Kohler, G. H. Newlove, 
J. L. Dohr, and C. F. Schlatter. C. W. Col- 
lins and H. C. Greer were unable to be pres 
ent. After considerable discussion of the al 
fairs of the association, motions wer 
adopted providing that the secretary-treat 
urer be instructed to withdraw $100, the 
remainder of the amount voted to him for 
services in 1934; that the editor and the 
secretary-treasurer be paid $350 each as con- 
pensation for their services in 1935; that 
Professors E. J. Filbey and H. H. Baily of 
the University of Illinois be appointed to 
audit the books and records of the secretary- 
treasurer for 1935. 
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Convention Report 


Business Meeting of the Association 


The business session was called by Presi- 
dent Noble at 2:00 p.m. on Saturday, Decem- 
ber 28. 

The president called for reports from the 
secretary-treasurer and from the standing 
committees. The reports follow. 


Report of Secretary-Treasurer 


On January 1, 1935, the association had 
497 members. During the year, 40 new mem- 
bers were added and 60 old members re- 
signed or were dropped, making a net de- 
crease of 20 members and leaving 477 mem- 
bers as of December 31, 1935. Between 50 
and 60 new members have been obtained for 
the year 1936 and have not been counted in 
the foregoing figures. The 60 members who 
resigned or were dropped in 1935 owed dues 
to the amount of $326. The secretary- 
treasurer made considerable effort to collect 
this amount, but having failed, he wrote it 
off against the reserve for doubtful dues re- 
ceivable. Of the 477 members as of December 
$1, 1935, 380 have paid their dues to date, 
81 owe for 1935, and 16 owe for 1934 and 
1935. 

In 1935, 205 regular subscriptions and 64 
student subscriptions were sold. Also 88 
single copies were sold at $1.00 and 66 copies 
at a differential cost of 18 cents each. Con- 
tributors to the magazine were the only 
purchasers at the differential cost price. 

During 1935, 20 full pages and 9 half pages 
of advertising space were sold, equivalent to 
24-1/2 full pages. For this space the Associa- 
tion received $491.25. 

The secretary-treasurer also presented a 
balance sheet of December 23, 1935 and a 
statement of income and expenses for the 
period from January 1, 1935 to December 23, 
1935. 

On hearing the report of the secretary- 
treasurer, motion was made, seconded and 
carried that the report be accepted subject 
to the findings of the audit committee. 

The standing committees reported as fol- 
lows: 

Committee on Constitution and Bylaws. 
W. A. Paton reported that his committee 
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had taken no action and had no recommen- 
dations to make. 

Committee on Membership. Chairman H. 
G. Meyer reported by describing the set-up 
of his committee. The committee divided the 
country into five districts with a chairman 
and a subcommittee for each district. Helps 
of various kinds such as the names of mem- 
bers in good standing in each district and 
suggestions as to methods of procedure were 
sent to the subcommittees. Chairman Meyer 
complimented the subcommittees for the ex- 
cellent work they did in obtaining 40 new 
members for 1935 and from 50 to 60 new 
members for 1936. 

Committee on Exchange of Teaching Ma- 
terial. No report. 

Committee on Terminology. The American 
Institute of Accountants has asked for the 
codperation of the American Association of 
University Instructors in Accounting in 
shaping a set of definitions of accounting 
terms. A special committee of the Institute 
had drawn up suggested definitions for some- 
thing over 1,000 terms, and copies of these 
were furnished to this association through 
Mr. E. L. Kohler of the Institute’s com- 
mittee. 

President Noble appointed the under- 
signed as members of a committee of the 
A.A.U.L.A. to carry out this work. The defi- 
nitions proposed by the Institute have been 
divided into groups, and each member of the 
committee has been working on one of these 
groups of definitions. As soon as the work of 
the individual committee members is com- 
pleted, the suggestions for revision of the 
Institute’s proposed definitions will be re- 
assembled and coérdinated, and referred 
back to the Institute. It is hoped that this 
work can be completed early in 1936. 

Grorce H. NewLove 

H. G. WALKER 

Ravpu C. Jones 

J. B. Taytor 

E. A. HermMan 

Perry Mason 

Howarp C. Greer, Chairman 


Under a call for new business, R. B. Kes- 
ter responded by directing the attention of 
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the meeting to the opinion held by some that 
the activities of the association were not all 
that they should be. He expressed the opin- 
ion that the purposes and membership of the 
association should be broadened. He pointed 
out that such an organization as ours is the 
logical one to carry on organized research 
in the field of accounting theory, but is 
hindered to a very considerable degree by 
its name and limited membership. He told 
the members present of the American Ac- 
counting Association incorporated recently 
in the State of Illinois by a small group of 
members to engage in research in accounting. 
He expressed the opinion that there was 
hardly room for both the American Associa- 
tion of University Instructors in Accounting 
and the American Accounting Association, 
and asked for expressions of opinion of the 
members present as to what might be done 
about the matter. 

A considerable amount of discussion fol- 
lowed. Messrs. Elwell, Chamberlain, Little- 
ton, Rorem, MacFarland, Stevenson, Sco- 
vill, Kohler, Blough and Jones announced 
themselves as favoring the merging of the 
American Association of University Instruc- 
tors in Accounting into the American Ac- 
counting Association. The consensus was 
that the time had come to broaden the scope 
of the association which seemed difficult, if 
not impossible, to do under the old organ- 
ization of the American Association of Uni- 
versity Instructors in Accounting. 

Lewis Gluick expressed the opinion that 
to start a fourth accounting organization was 
not advisable when the present tendency of 
the two larger organizations is toward con- 
solidation. Herman C. Miller said that those 
interested in research could have joined the 
existing organization, and that its constitu- 
tion names “research” as one of the objects 
of the association. 

Upon motion made, seconded, and car- 
ried, the meeting resolved itself into a com- 
mittee of the whole to consider what action 
should be recommended to the membership 
of the American Association of University 
Instructors in Accounting. 

The committee of the whole immediately 
went into session and requested President 


Noble to continue in the chair. R. B. Keste 
asked for a show of hands of those in faye, 
and of those opposed to recommending , 
merger. There were no hands raised in 9p. 
position, and, the vote being an informal one, 
no count was made. 

After considerable discussion, the con. 
mittee of the whole decided to recommend 
to the members assembled that they— 

(1) Favor the merger and recommend jt 
to those members who could not kk 
present at the discussions. 

(2) Elect officers for the year 1936. 

(3) Adjourn the business meeting of the 
American Association of University 
Instructors in Accounting. 

(4) Reconvene as the American Account: 
ing Association and elect the sam 
officers chosen by the American Asg- 
ciation of University Instructors in 
Accounting. 

The committee of the whole adjourned, 

The business meeting of the American 
Association of University Instructors in Ac 
counting was then resumed and President 
Noble reported the recommendations of the 
committee of the whole. 

C. R. Rorem made the following motion: 
“Resolved, that the executive committee be 
empowered to submit to the members the 
proposition of transferring their membership 
and the net assets of the association to the 
American Accounting Association, such 
transfer to become effective if two-thirds a 
the members who cast their vote within 9% 
days following the mailing of the proposition 
favor it.” 

The motion was seconded and carried. 
Some time after the president had ar 
nounced the result of the vote, it was sug: 
gested that a count be taken and reported 
to the members not present. As the time 
was late, a number of members had left the 
meeting, but the official count of those r 
maining indicated 39 in favor and 1 opposel, 
all members present voting. One member 
who had counted the first vote reported, ut 
officially, 51 in favor and 1 opposed. H. T. 
Scovill asked to be placed on record as cast: 
ing the vote in opposition. 

President Noble then called for the report 
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Convention Report 


of the nominating committee. R. A. Steven- 
son reported the nominations for officers for 
1936 as follows: 

For president 

For vice-presidents 


E. L. Kohler 

H. C. Greer 

G. A. MacFarland 
A. C. Littleton 


For secretary-treas- 
urer 

For editor of the Ac- 
couNTING Review E. L. Kohler 


J. B. Taylor 


It was moved, seconded and carried that 
the secretary be instructed to cast a unani- 
mous ballot for the election of the officers 
nominated. 

R. A. Stevenson moved to instruct the 
secretary to spread upon the minutes a reso- 
lution thanking the retiring officers for their 
services; the motion was carried. 

Meeting adjourned at 4:15 p.m. 

Cuas. F. ScHLATTER 
Secretary-treasurer 


Subsequently the report of the auditing 
committee was filed with the president. This 
report follows: 


Report of Auditing Committee 
American Association of University Instruc- 
tors in Accounting: 

We have audited the books and accounts of 
your secretary-treasurer, Dean Charles F. 
Schlatter, for the year ended December 31, 
1935, and . . . in our opinion, the following 
balance sheet and statement of income and 
expenses correctly set forth, respectively, 
the financial position of the association as of 
December 31, 1935, and the operating results 
for the year ended on that date. 

(signed) Epwarp J. 
H. H. Batty 
Frank HiGGINBOTHAM 
Auditing Committee 
AMERICAN ASSOCIATION OF UNIVERSITY 
INSTRUCTORS IN ACCOUNTING 


BALANCE SHEET, December 31, 1935 


Cash in bank 
Receivables— 
Dues, less reserve for bad 
debts of $290.00 


$1,314.76 


Advertising 
Subscriptions, less reserve for 


bad debts of $14.00 275.59 


Office equipment 
Total assets................ 


$1,612.35 


Deferred Income and Earned Surplus 
Unearned— 


Subscriptions............ 


Earned surplus— 
Balance December 31, 1934. .$1,377.10 


Deduct—Net loss, 1935 406 .90 970.20 


Total deferred income and earned 
$1,612.35 


STATEMENT OF INCOME AND EXPENSE FOR THE YEAR 
Enpvep DrcemBeEr 31, 1935 
Income: 
Subscriptions... ........ 
Advertising 
Interest on investments..... 


$1,906.00 


Total income......... 
Expense: 
Accounting Review 
Compensation— 
$450 .00 
Editor.......... 350.00 


$3,404.91 


$2,310.96 


Clerical help 

Stationery and postage 

Loss on bad debts, less recov- 
eries of $26.00............ 

Convention expense...... 

Exchange and check tax..... 


Total expense... 


Net loss 


ORGANIZATION MEETING OF 
AMERICAN ACCOUNTING 
ASSOCIATION 


Immediately following the business meet- 
ing of the American Association of Uni- 
versity Instructors in Accounting, the mem- 
bers present reconvened as the American 
Accounting Association, nominated and 
elected as officers the newly elected officers 
of the American Association of University 
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Instructors in Accounting, approved and 
ratified the proposals of that association, and 
instructed and authorized the officers to take 
such steps as might be necessary to perfect 
the organization of the American Account- 
ing Association. 
Meeting adjourned at 5:00 p.m. 
Cuas. F. ScHLATTER 
Acting Secretary 


On January 10, ballots were sent by mail 
to all members of the Association, calling for 
a vote on (a) the transfer of the net assets 
and membership of the American Associa- 
tion of University Instructors in Accounting 
to the American Accounting Association, 
and (b) the form of constitution or bylaws 
of the new association. Up to the time of the 
meeting of the executive committee on 
February 23, 1936, the vote stood at 308 for 
and 28 against, and by authority of the 
resolution adopted at the convention, the 
executive committee proceeded at once with 
the transfer of the assets and membership to 
the new association. The president was in- 
structed to notify the members of the results 
of the mail ballot and to announce the com- 
pletion of the organization of the American 
Accounting Association. 

The bylaws of the new association follow: 


AMERICAN ACCOUNTING ASSOCIATION 
ByLaws 


I. Name, Organization, Purposes. The name 
of this organization shall be AMERICAN AC- 
COUNTING ASSOCIATION. The form of or- 
ganization shall be that of a nonprofit association, 
incorporated under the laws of the State of IIli- 
nois. The objects of the Association shall be: 

1. To encourage and sponsor research in ac- 
counting and to publish or aid in the publication 
of the results of research. 

2. To develop accounting principles and stand- 
ards, and to seek their endorsement or adoption 
by business enterprises, public and private ac- 
countants, and governmental bodies. 

3. To promote studies of accounting as an 
agency of control of business enterprise and eco- 
nomic affairs in general. 

4. To improve methods of instruction and to 
demonstrate the social benefits of a more wide- 
spread knowledge of accounting. 

II. Membership and Dues. Accounting teach- 
ers, public and private accountants, governmen- 
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tal accountants, and other persons interested jy 
the advancement of accounting shall be eligibk 
for membership in this Association. Nominatig, 
for membership may be made by any member. 
election shall be accomplished in such manne 
and shall be subject to such conditions as the ex. 
ecutive committee may from time to time dete. 
mine. 

Dues, as determined annually by the executive 
committee and approved at the annual meeting 
of the Association, shall be payable in advance at 
the beginning of each calendar year or in the cag 
of a new member such fractional calendar yea 
for which his membership shall first be effective, 
Any member ten months in arrears shall bk 
dropped from the membership roll; such member 
may thereafter be reinstated by action of the er. 
ecutive committee and payment in full of the 
amount in arrears. A life membership shall be 
available upon payment of $100. 

III. Administration. The officers of the Asso. 
ciation shall be a president, three vice-presidents, 
a secretary-treasurer, an editor, and a director of 
research. The term.of office in each case shall be 
one year from the date of election, except in the 
case of appointments to fill vacancies. Election 
to office shall take place at each annual meeting 
of the Association under such procedure as shall 
be determined by the executive committee. All 
officers shall serve without compensation except 
in the case of the secretary-treasurer, editor, and 
director of research; and in these cases the amount 
of any honorarium paid shall be fixed by the ex- 
ecutive committee. Interim vacancies shall be 
filled by action of the executive committee. 

The administration of the affairs of the Asso 
ciation, except as otherwise provided herein, shall 
be vested in an executive committee consisting of 
the officers as aforesaid and the three ex-pres- 
dents last holding the office. The president shall 
act as chairman of the executive committee, but 
otherwise the committee shall formulate its own 
rules of procedure. 

There shall be committees on constitution, 
publications, research, and membership and such 
other committees as shall be determined by the 
executive committee. Committee members shall 
be appointed by the president. 

The secretary-treasurer shall be in charge of 
the membership roll and of the finances of the 
Association, under the general supervision of the 
executive committee. 

IV. Meetings. The Association shall hold an 
annual meeting at such time and place as may be 
determined by the executive committee. This 
meeting shall be for the purpose of the presenta- 
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tion and discussion of subjects in accounting and 
allied fields of interest to the membership and to 
receive reports, elect officers, and transact such 
other business as may come before the Association. 

V. Publications and Research. The Association 
shall publish a quarterly journal to be known as 
the AccoUNTING Review which shall be devoted 
to matters consistent with the objects of the As- 
sociation. The immediate administration of this 
periodical shall be in the hands of the editor, with 
the assistance of the committee on publications. 

It shall be the policy of the Association to issue 
or sponsor the issuing from time to time of special 
studies and results of research as separate publi- 
cations. This program of special publications shall 
be under the immediate supervision of the direc- 
tor of research, with the assistance of the com- 
mittee on publications and the committee on 
research, but no such publication shall be issued 
without the explicit approval of the executive 
committee. 


The director of research, with the assistance of 
the committee on research, shall maintain con- 
tacts with research projects in the field of ac- 
counting and allied subjects and shall make an 
annual report thereon to the executive committee 
and to the Association, including recommenda- 
tions as to any steps which might be taken by the 
Association in furthering projects. If and when 
sufficient funds are available it shall also be the 
duty of the director of research to propose specific 
research projects to be conducted under the aus- 
pices of the Association, and, upon approval of 
the executive committee, to launch and supervise 
such undertakings. 

VI. Amendment. These bylaws may be 
amended by two-thirds of the members voting 
at any annual meeting or voting through a mail 
referendum. Proposed amendments shall be ap- 
proved by the committee on constitution and by 
the executive committee before their submission 
to members. 
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IN TEACHING ELEMENTARY 
ACCOUNTING 


BJECTIVES. The university course in 
O elementary accounting taught at the 

undergraduate level should serve 
two general purposes: first, to serve as a 
survey course to the general field of busi- 
ness—to acquaint the student with business 
terms and practices—to teach a thorough 
understanding of the theory of accounts—to 
indicate in as many ways as possible the use 
which may be made of accounting data in 
intérpreting past results and present condi- 
tions and in making changes in policies and 
procedures to improve results in the future; 
second, to teach certain techniques of record 
keeping which will prove useful to the stu- 
dent if the occasion arises when he should 
find it necessary to keep records of some 
kind—to instill habits of accuracy, neatness, 
timeliness, system and order. 

The second of these two objectives is too 
often neglected in university classes in 
elementary accounting. A large number of 
university professors of accounting have the 
idea that the first of these groups of objec- 
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tives is the only one which should be recog, 
nized on the university level of education 
with the result that large numbers of stu- 
dents, whose university training is limited to 
one or two years, leave with less preparation 
for the business world than they might have 
had. It is not possible to separate the two 
groups of purposes. They must be taught 
simultaneously where both are to be recog- 
nized. 

Development of the Balance Sheet. The first 
general unit of work in the accomplishment 
of these objectives should be an attempt to 
teach a complete understanding of balance 
sheets of business firms. In order to provide 
for a complete understanding of double 
entry theory, one should begin with the idea 
that property is the basis or foundation of 
all business enterprise. No business can 
operate without using property; every busi- 
ness is working for the sole purpose of in- 
creasing its property. Under existing laws 
in our country, anything that is property is 
owned: or all property is owned. As a result 
of these observations it follows that the 
thing with which business is most con- 
cerned, property, has two aspects: the prop- 
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erty itself, and the rights to that property 
that we term ownership. From the stand- 
point of value these two aspects of property 
are inseparable and equal. Hence our funda- 
mental accounting equation: the value of 
the assets equals the value of the equities. 
An expansion of this equation results in a 
differentiation between liabilities and pro- 
prietorship. We then have the equation 
“value of assets equals value of liabilities 
plus value of proprietorship.” Further ex- 
pansion of this equation, showing each of 
these elements of the equation in detail, re- 
sults in the balance sheet. 

The balance-sheet form, classifications 
and understanding of all common terms 
thereof will also be a part of this first teach- 
ing unit. A study of actual balance sheets, 
published by our larger corporations, will 
indicate how general practice complies with 
and is contrary to accepted practice. The 
ordinary and more common balance sheet 
ratios and their significance should be intro- 
duced at this point. With the completion of 
this unit of the work by the end of the first 
half of the first semester, or later, the student 
will have a vast fund of knowledge of busi- 
ness management, business terms and busi- 
ness organization. Specifically, among other 
things, the student will have some under- 
standing of the meaning and use of the 
terms: fiscal period, expense, income, accrued 
expenses, comparative statements, current 
ratio, working capital, inventory turnover, 
net-worth ratios, current assets, fixed assets, 
liabilities, depreciation, valuation of assets, 
book value of assets, corporations, partner- 
ships, single proprietorships, and budgets. 
He will also have acquired considerable 
facility in the technique of balance-sheet 
preparation. Numerous problems should be 
given in this unit dealing with balance sheet 
preparation, ratio determination and the use 
of this accounting information in deciding 
questions of policy for future operations. 

The Corporation as the Legal Unit to In- 
troduce the Subject. The second unit of work 
will comprise instruction as to the methods 
of collecting the information on the account- 
ing records for the preparation of the 
financial statements at the close of the fiscal 


period. At this point several innovations 
from the orthodox method of procedure may 
be used which the writer believes are help. 
ful as teaching devices. The first is the ug 
of the corporate form of enterprise as the 
type of legal organization for which busines 
records are first introduced. 

The reasons for such procedure are as 
follows: The student is better able to grasp 
and understand the meaning of proprietor. 
ship or net worth of the business as dis. 
tinguished from total net worth of the owner, 
Where the single proprietorship enterprise 
is used to introduce the subject it is difficult 
to differentiate, in the mind of the student, 
the transactions of the business and those of 
the proprietor. The business does not » 
easily assume the form of an entity. It is 
also easier to explain to the beginning stu- 
dent the effect of business operations result- 
ing in profits or losses by showing their 
effect upon surplus rather than on the 
capital and personal accounts of the pro- 
prietor.! 

Many accounting instructors disagree 
with and object to this viewpoint. Much of 
the objection can be laid at the door of 
tradition, or to improper understanding 
of the possibilities, or to lack of adequate 
study of the innovation. The writer, as one 
who had tried and used both the traditional 
single proprietorship introduction and the 
corporation introduction, can testify with- 
out qualification to the outstanding teaching 
advantages of the latter. 

The Firm Selling Services as the Intro 
ductory Business. There are three types ot 
kinds of business for which records are kept. 
These types are classified as service orgal- 
izations, merchandising organizations and 
manufacturing firms. They are listed above 
in the order of difficulty and complexity 
the record keeping problems. It seems logical 
to introduce the student to the easiest and 
least complex type first—the concern selling 
services. 

A business organization whose main source 
of revenue is the sale of services, such as @ 


1 See Finney, Introduction to Principles of Account 
ing, Preface page v, for further discussion of this point 


contra‘ 
ventor 
keepin 
proble: 
to real 
pense 
reduce 
lem of 
fiscal 
a conc 
ducing 
transa 
Afte 
pleted 
basis, 
transa 
action 
may 
The 
menta 
has e 
sheet | 
proce: 
ful pu 
or cor 
prepa 
public 
of tak 
the cl 
such | 
sary 
ment: 
tions 
ment 
from 
the e 
the v 
Me 
hand 
vent 
mere 
to m: 
inver 
whos 


on h 
unch 
chase 
rary 
arran; 
Acco’ 


The Accounting Exchange 81 


contractor or bus company, has no in- 
yentory problems with which to deal in 
keeping its records. This eliminates markup 
problems, makes it possible for the student 
to realize the direct effect of income and ex- 
pense upon surplus or proprietorship, and 
reduces to very simple procedure the prob- 
lem of closing the books at the end of the 
fiscal period. The accounting cycle for such 
aconcern may be completed without intro- 
ducing an unduly large number of types of 
transactions. 

After the accounting cycle has been com- 
pleted with the concern selling services as a 
basis, by gradual stages merchandising 
transactions may be introduced. Then trans- 
actions for firms engaged in manufacturing 
may be introduced.’ 

The Work Sheet Omitted. All of the ele- 
mentary accounting texts which the writer 
has examined have introduced the work 
sheet rather early as a step in the accounting 
process. Such device seems to serve no use- 
ful purpose. It is not used by the industrial 
or commercial accountant for the purpose of 
preparing statements, but is used by the 
public accountant or auditor for the purpose 
of taking off an adjusted trial balance from 
the client’s records and proceeding to make 
such further adjustments as he deems neces- 
sary for certification of the financial state- 
ments. One might as well record all transac- 
tions on a work sheet as just the adjust- 
ments. There is no advantage to be gained 
from the standpoint of the student in doing 
the extra work necessary in preparation of 
the work sheet. It should be omitted. 

Merchandise Accounts. The problem of 
handling transactions with purchases and in- 
ventory arises with the introduction of 
merchandising transactions. It is customary 
to maintain separate accounts with each, the 
inventory account being an asset account 
whose balance, the inventory of merchandise 
on hand at the end of last period, remains 
unchanged during the period, and the pur- 
chases account being classified as a tempo- 
rary proprietorship or nominal account in 

? For a complete presentation of this idea in textbook 


arrangement, see Finney, Introduction to Principles of 
Accounting, Chapters 1-20. 


which is recorded purchases of merchandise 
during the next fiscal period. This procedure 
seems illogical to the beginning student, as 
he cannot see why merchandise purchased 
during the period results in a reduction in 
proprietorship when an asset is received. 
Neither is it easy to distinguish between the 
merchandise on hand at the beginning of 
the period, in the merchandise inventory ac- 
count, and the merchandise purchased dur- 
ing the period, as recorded in the purchase 
account. Entries necessary at the end of the 
fiscal period to adjust the merchandise in- 
ventory account are troublesome. 

These difficulties will be eliminated if one 
account is used to introduce merchandising 
acquisition transactions. The account can be 
designated as Merchandise or any other ap- 
propriate name. Its use will not be similar to 
the old Merchandise account which recorded 
all transactions with merchandise, both 
acquisition and distribution, but will con- 
tain only transactions with inventory, pur- 
chases, freight in, purchases returns and al- 
lowances, and cost of goods sold—those 
transactions with merchandise which are 
recorded at cost price. It will be classified as 
an asset account. The balance of the mer- 
chandise account, then, will represent the in- 
ventory on hand at the close of the period, 
no adjustment being required. The account 
is to be charged with inventory on hand at 
the time of starting the records, subsequent 
purchases, freight thereon, and credited with 
purchases returns and allowances and cost 
of goods sold. 

The cost of goods sold for the period will 
be determined at the close of the period 
either through perpetual inventory cards, 
the accumulation of cost information on 
sales invoices, or through the usual method 
of a physical inventory at the close of the 
period deducted from the net merchandise 
costs to date. The net merchandise costs to 
date will be the balance of the merchandise 
account at that time. The entry to record the 
cost of goods sold will be a debit to the 
Profit and Loss account and a credit to the 
Merchandise account, leaving the inventory 
at the close of the period as the balance of 
the account. This Merchandise account may 
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be subdivided later into the orthodox ac- 
counts if the instructor desires to conform 
to practice, after the student has developed 
sufficient grasp of accounting principles to 
enable him to make the shift without 
difficulty. 

Adjustments. Difficulty in recording and 
understanding two other items usually de- 
velops at this point under the usual methods 
of presenting them. The first concerns de- 
ferred expense and income items at the close 
of the period. It seems best to record all de- 
ferred expense and income transactions as 
assets and liabilities at the time they are 
originally recorded, arbitrarily making those 
transactions such that it will appear that 
the item is an asset or liability at that time. 
Then, at the close of the period, those items 
which have, since recording, become expense 
or income may be transferred to the appro- 
priate Expense and Income accounts. After 
the student understands quite thoroughly 
the nature of deferred expense and income 
items it will be possible to record the pur- 
chase or sale thereof directly in expense and 
income accounts, and at the close of the 
period to transfer the unexpired portion to 
the appropriate deferred expense and income 
accounts if the instructor so desires. 

A second matter of difficulty occurs with 
adjusting entries at the close of the period. 
Because they are segregated in a separate 
chapter and given separate treatment, stu- 
dents seem to acquire a complex as to the 
difficulties of recording such transactions. 
They are essentially the same as other trans- 
actions, a record thereof being made for ex- 
pediency only once each fiscal period. The 
similarity of adjusting entries to other trans- 
actions, or the fact that they are not difficult, 
may be emphasized by recording them as a 
part of the entries for the period and taking 
the first trial balance of the ledger after the 
adjustments have been made. There is no 
more justification for taking a trial balance 
before the adjustments have been made than 
for taking one on the seventeenth of the 
month. The trial balance taken after adjust- 
ments then serves as a basis for preparation 


of annual statements and further eliminate 
the necessity of the work sheet. 

Closing Entries. The last step in the ae. 
counting cycle is the process of closing the 
books. Here again, most texts make the ex. 
planation and understanding of the process 
much more difficult than necessary. It seems 
that the primary purpose of closing entries 
is to close the temporary proprietorship or 
nominal accounts and to transfer the net 
profit for the period to the appropriate 
vested or permanent proprietorship ae. 
counts. Such purpose can be accomplished 
with one journal entry, debiting all of the 
nominal accounts with credit balances and 
crediting all of the nominal’ accounts with 
debit balances and debiting the net loss or 
crediting the net profit to the appropriate 
permanent proprietorship account. Such an 
entry makes the closing process very simple. 
Information which may be desired concern- 
ing these accounts can be obtained from the 
formal Profit-and-Loss Statement and Sur. 
plus Statement and need not be repeated on 
the ledger. 

Special Journals. Most accounting texts 
introduce special journals at some arbitrary 
point in the procedure of teaching the stu- 
dent the technique of record keeping. The 
point at which they should be introduced is 
probably immaterial, although there is some 
justification for introducing them as early 
as possible. Their use should be de-em- 
phasized, however. The procedures and 
forms therefor, vary from firm to firm. There 
is a very great lack of uniformity in practice 
regarding them. Except in a restricted sense, 
therefore, the information gained and the 
time spent in the study of so-called special 
books of original entry is valueless. 

The writer has tried all of the foregoing 
innovations and, in his estimation, they 
eliminated many of the teaching problems in 
elementary accounting. The only difficulty 
has been the dearth of adequate text and 
problem material to fit these changes. Com- 
ment and criticism of these ideas will be 
welcomed. 

Merri. B. 
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The National Recovery Administration. An Analysis and 
an Appraisal. Leverett S. Lyon, Paul T. Homan, 
George Terborough, Lewis L. Lorwin, Charles L. 
Dearing and Leon C. Marshall. (Washington, D. C. 
The Institute of Economics of The Brookings Insti- 
tution, 1935. Pp. xxi, 947. $3.50.) 

According to the “Director’s Preface,” this is the 
fifth of a series of studies of the NRA undertaken by the 
Institute of Economics under the immediate direction 
of Leverett S. Lyon. There are seven parts and several 
appendices. Part I, “The Underlying Law” is the work 
of Mr. Lyon and Mr. Homan. Its three chapters deal 
chiefly with Title I of the National Industrial Re- 
covery Act. Accordingly, its background and pro- 
visions are presented and with respect to its objec- 
tives it is said that “‘ . . . those most closely concerned 
with drafting or sponsoring the act had themselves 
vague ideas of what was to be done....” Part II, 
“Administrative Organization and Procedure” early 
refers to “*... the extent to which all phases of the 
NRA organization and operation have been founded 
upon executive and administrative discretion rather 
than upon legislative mandate.” Confusion was appar- 
ent from the first and “At the end of the first year... 
the NRA was a sprawling, poorly codrdinated, and rel- 
atively ineffective organization” (p. 67). Apparently 
the chief disturbing factors were found in “... the 
absence of clearly defined policy and the consequent 
vacillation in method.” 

To understand the code-making process, “... the 
bargaining process must be retained at the center of 
the picture.”” Moreover, there was a “... rarity of 
orderly and convincing presentation of factual evidence” 
and a casual passing over of code provisions without 
analysis or clarification. “...the subtle, yet omni- 
present influence which the Legal Division . . . exer- 
cised upon the process of code negotiations” must also 
be taken into account. In addition, there was a vast ex- 
penditure of time and money “ . . . in the effort to es- 
tablish and administer insignificant codes.” As for 
actual administration it is said that trade associations 
played a large part. Indeed, these associations were a 
factor in the regional organization of administration. 
Again, “...the NRA has in a majority of instances 
allocated controlling power to trade associations . . . .” 
Still, “. .. in only about one code out of four is the 
membership of a code authority exclusively dictated by 
a trade association.” It is not surprising, therefore, to 
read that “...under the codes... there resides a 
considerable power to restrict the productivity of the 
economic system ....” Accordingly, the authors may 
well say that “. . . it is not exactly a desirable develop- 
ment that a vast body of business law be administered 
by agencies which feel free to engage in administrative 
modifications of the law” (p. 253). They conclude that 
“All paths of examination of code administration con- 
verge upon fundamental conclusion, that the primary 
problems arise out of the desire to control the market.” 
Moreover, “Codes were .. . given the force of law in 


almost complete absence of knowledge concerning the 
probable economic consequences.” The brilliant work of 
writing this section was done by Mr. Dearing and Mr. 
Homan. 

In writing Part III, “The Wages and Hours Provi- 
sions of Codes,” Mr. Marshall has done a difficult thing 
well. Only a careful reading of his work will reveal the 
extent of the difficulties confronted by him. By working 
through a mass of material he was able to conclude that 
“What now stands upon the books is a body of rules 
which ...is unsatisfactory technically at law, inca- 
pable of effective administration, and unoriented as to 
economic policy” (p. 404). Mr. Lorwin develops Part 
III, “The NRA and Industrial Relations.” He is inter- 
ested chiefly in the extent to which “... the work of 
the NRA in trying to put into effect the labor policies 
of the NIRA has tended to reshape American labor re- 
lations . . . .”” He labors diligently and for the most part 
effectually to present an orderly analysis of a disorderly 
subject. Mr. Lorwin concludes that the company-union 
movement received more stimulation than trade union- 
ism. Thereby multitudes of American workers received 
their first impressions of collective bargaining. Taken as 
a whole, “...the effectuation of the Recovery Act 

. .. has been a bundle of missed opportunities, doubtful 
compromises, and unpremeditated achievements. . . .” 

Part V, “The NRA and the Trade Practice Problem,”’. 
is the effort of Mr. Lyon to produce some sort of order in 
another turgid aspect of the subject. This is achieved 
after the analysis of the first 500 approved codes. He 
finds that NRA, through several devices and in a wide 
range of industries, “shifted an important measure of 
control over prices away from individual determination 
and increased the degree of influence and control of 
industrial groups” and “... recovery was hindered 
rather than helped by the extensive transfer of power 
over prices . . .” (p. 621). Equally effective is his anal- 
ysis of “Power over Production,” (Ch. XXIV), “Com- 
petition” and “Indirect Pricing.”’ He finds “The weak- 
ness of the NRA as an institution of government in rela- 
tion to trade practices ... in its lack of power, if it 
determines policies based upon sound social criteria, to 
place these in voluntary codes and to enforce them 
without effecting its own collapse... .” 

Mr. Terborough in writing Part VI, ““The NRA as a 
Recovery Measure” has written the chapters that 
should prove most interesting reading to all who are 
interested in the conclusions of the investigation as a 
whole rather than the analysis of its several phases. He 
has done his work extremely well from the analysis of 
“NRA Purchasing Power Theory” to the analysis of 
actual results. As for the theory, it is found wanting on 
every count. As for results. ““The rapid upsurge in this 
wholesale commodity index in the summer of 1933 may 
be attributed very largely ...to...NRA.”’ It also 
“|. . delayed the readjustments needed for a revival 
of the capital goods industries . . . .” 

In addition, “ .. .the price and cost changes attrib- 
utable to the NRA were s0 distributed as to aggravate 
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the total burden of long-term debt.” It is also made 
clear that “ . . . the NRA has had the effect of restrict- 
ing production below the levels it would otherwise have 
attained... .” And this significant statement must be 
included here, ““The spreading of work accomplished by 
the ... codes gave part-time employment to less than 
a sixth of those unemployed at the time they became 
effective. The remaining 10 millions unemployed must 
look to an expansion of production”’ (p. 844). As for 
real income of employed workers it is brought out that 
“The resultant loss in average real income per employed 
worker was perhaps 5 or 6 per cent” and this loss pro- 
vided “ . . . the principal source from which the newly 
added workers obtained their real incomes.” 

Among his conclusions, for the study as a whole, is 
the belief that ““The outcome of this experiment casts 
doubt on the feasibility of improving the aggregate real 
income of labor by a general increase in nominal wage 
rates.” Another weighty observation refers to “This 
tendency to freeze the cost and price structure against 
downward adjustments . . . one of the most potentially 
important long-run effects of the NRA” and anything 
.. which tends to freeze wages and prices... 
against necessary adjustments makes more difficult . . .’ 
the attainment of economic equilibrium. 

It need not be said that this treatment of NRA is 
final and comprehensive, but it is possible to say that 
it throws a penetrating light upon the greatest social 
experiment ever undertaken by a great country and the 
final appraisal must be that the first great effort of a 
major country to convert a depression into recovery by 
artificial means was a failure from the economic view, 
if not from all the other possible perspectives. The 
reasons for the failure are also made obvious and when 
full allowance is made for the fact that the people asked 
for the experiment, even without adequate opportunity 
for preparation, it cannot be said that they will be 
entitled to much commiseration when the bill must be 
paid. All teachers of economics should study this volume 
with care, no matter what their particular fields be- 
cause (a) it is an outstanding example of careful re- 
search under trying conditions, (b) because it is impar- 
tial and scientific, (c) because it must remain for a long 
time the best treatment of the subject obtainable, and 
(d) because it bores deeply into the complicated struc- 
ture produced by the evolution of banker-capitalism in 
America. 

University of Virginia 


E. A. Kincarp 


American Bank Failures. C. D. Bremer. (New York: 
Columbia University Press, 1935. Number 412 in 
the Studies in History, Economics and Public Law. 
Pp. 144, $2.25.) 


This statistical study of bank failures utilizes the 
data prepared by the Comptroller of the Currency and 
the various congressional hearings. The first chapter 
presents the events leading to the banking collapse and 
ending with the Banking Act of 1933; Chapters II and 
III, Bank Failures; Chapters IV and V, Liquidation of 
National State Bank and the last three chapters, the 
responsibility for bank failures; bank investments and 


deposits. The book contains a bibliography and an in. 
dex and the condensation of much valuable statistica 
information makes it a handy reference. It does not, 
however, discuss at any length the more general causy 
of bank failures and liquidation which have operated 
throughout the world—nor does it relate the American 
failures and American legislation to the changes in the 
level of prices, in the national and international struc. 
ture of production, and to the social problems created 
by these changes. The study is therefore restricted to 
a study of bank practices and bank statistics. 
Water A. Morton 
University of Wisconsin 


Cost Accounting. Russell S. Willcox. (Chicago: Business 
Publications Company, 1934. Pp. vi, 329.) 


The author in his preface describes this book as being 
designed as a text for accounting students, with possible 
references by practicing accountants. The well-knom 
teaching difficulties of this subject are recognized and 
an interesting effort is made to overcome these. 

The general structure of the book may best be indi- 
cated first by saying that, of the 329 pages, 260 consist 
of text, 40 contain 40 problems, 12 pages are occupied 
with a practice set divided into 14 assignments, and 
indexes account for 5 pages more. Another statement of 
its general character is found in the grouping of the 
chapters. The 5 opening chapters deal with the general 
purposes of cost accounting, and the ideas with which 
it deals. Ten chapters handle the subjects of labor and 
material, including also closing the books and the prep- 
aration of statements. Some 6 chapters discuss various 
aspects of burden, including unused capacity, spoilage, 
salvage, and waste. There are 2 chapters on standard, 
costs and 3 on distribution or selling costs. In addition, 
there are individual chapters on process costs and on 
joint costs. One question arising out of this arrangement 
is whether it is most helpful to the students to isolate 
standard costs as much as they appear to have been 
isolated here. One of the greatest difficulties of the 
teacher is to know how best to present this subject to 
students. It is not in fact a separate and distinct phase 
of cost accounting, but runs through the whole fabric 
of the subject, more marked in some places than in 
others, but nearly always present in greater or less 
degree. This being the case the teacher is constantly 
tempted to refer to it without giving it complete treat- 
ment at the time. This author has evidently felt that it 
is most effective to deal with it as a separate subject im 
one place. Adjacent to this subject is the content o 
Chapter XXI, entitled “Interpretation of Expense,” 
which deals with the subject of budgeting. 

In contrasting the problems of inventory under the 
periodic and perpetual inventory methods, the author, 
referring to physical inventories, dwells on the danger 
of pricing. (Pages 14 and 188.) It may be said that these 
difficulties are not wholly absent in the case of perpetual 
inventory methods, since a pricing policy for materials 
requisitioned for process must be adopted there also, as 
the author recognizes in other places. 

On page 5 the statement is made that “the buyer sets 
the price” and the influence of costs in this process is 
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perhaps minimized more than is necessary. It is true 
that costs cannot be spoken of directly as setting the 
price, yet when it is stated that “the law of supply and 
demand operates to determine the selling price,” it 
should be recognized that “‘supply”’ when fully inter- 
preted means chiefly the elements of cost, and to this 
extent costs are one-half of the determining factors. 
Cost accountants are sometimes disposed to underesti- 
mate the influence of the figures they produce, when 
they cannot see a direct connection between costs and 
selling prices. 

One of the things well worked out in this book is the 
idea of the flow of values through the plant, that the 
amounts expended must rest upon units of product and 
be transferred from operation to operation until they 
emerge either as cost of goods sold, as inventories, prop- 
erly valued, or as losses by the way. This is one of the 
most difficult concepts to convey to students and yet a 
most important concept for them to have. 

In addition to the usual illustrations and forms, 
there are a number of useful diagrams illustrating the 
movements and functions of cost records throughout 
the departments, and the relation of different records 
to each other. These diagrams will be very helpful in 
giving students a proper perspective and sense of rela- 
tionship in the various parts of this complicated sub- 
ject. 

The question is discussed on page 175 as to the treat- 
ment of unused capacity costs which, it is suggested, 
“might be treated as a direct charge against surplus, 
the same as any other capital loss.”” We doubt if such 
charges will find general acceptance as capital losses. 
Are they not proper annual charges against income? 
It is true they are not a proper part of cost of goods sold, 
but that they should be cleared through the annual 
account there would seem to be little question. What 
the author has in mind may be completely abandoned 
plant which, therefore, has lost its value to a cata- 
strophic degree. In such case, there would be a good deal 
to be said for writing it off against surplus, since this 
would imply that inadequate depreciation had been 
provided in earlier years. 

T. H. Sanpers 

Harvard Graduate School of 

Business Administration 


Expenses and Profits of Limited Price Variety Chains in 
1934. Stanley F. Teele. (Boston: Harvard University 
Bureau of Business Research, 1935. Pp. vi, and 46. 
$1.00.) 


With this Bulletin on Expenses and Profits of Lim- 
ited Price Variety Chains in 1934, the Harvard Bu- 
reau gives for the first time an almost complete picture 
of the operations of a group of chain stores, from pros- 
Perity, through the trough of the depression and into 
the recovery period of the Business Cycle. The Bureau 
published its first bulletin on Variety Chains for the 
year 1929; unfortunately no figures were collected in 
1930, but the series was resumed with bulletins for 
1931, 1932, 1933, and 1934. The present bulletin (1934) 
summarizes the results of the studies of all five years. 
Due to the fact that the variety chain business is highly 


concentrated, the figures collected in 1934 from 30 com- 
panies, represented somewhat more than 85 per cent 
of the aggregate sales volume of the trade as a whole. 

The operating results for 16 identical firms from 
which the Bureau collected figures for all five years in- 
dicate that “the trade was in the midst of rapid expan- 
sion when the depression began, and was unable to 
check that expansion until nearly two years of the de- 
pression had passed.” Aggregate sales for these chains 
increased in 1931 over 1929, but the increase came as a 
result of opening a large number of new stores; as a con- 
sequence average sales per store declined sharply. The 
year 1932 showed a further drop in sales per store, and 
a considerable decline in aggregate sales. A small in- 
crease in aggregate sales is recorded for 1933, and the 
1934 sales aggregate was the largest ever recorded. Sales 
per store also increased in these two years but did not 
nearly reach the 1929 figures. 

In addition to analysing the operating figures for 
these chains, extended comment is given to year-to-year 
trends, goal figures, and the influence of size of chain, 
location of stores and type of business on operating 
results. Particular interest for students of accounting 
will be found in the Harvard method summarizing oper- 
ating results; for instance, interest, insurance and taxes 
on real estate are included in tenancy costs. Total 
expense is tabulated first, “before interest,” and then 
“including interest.” Interest at the rate of 6% on the 
net worth exclusive of real estate and good will is con- 
sidered as an expense under the latter heading. 

E. D. McGarry 

The University of Buffalo 


Cemetery Accounts. Walter Mucklow. (New York: 
American Institute Publishing Company, Inc., 
1934, Pp. x, 208. $2.50.) 


It is refreshing to read an accounting text which 
covers a new field—even though it be about cemeteries. 

The particular accounting principles relative to re- 
cording costs of site, cost of construction and develop- 
ment, cost of individual lots and other points relating 
specificially to a cemetery are covered in one of the 
early chapters. 

The classification of accounts into the accepted 
groups of assets, liabilities, proprietary interest, in- 
come, and expense is not followed in this text. The 
author merely divides the accounts into “Capital” and 
operating accounts, and accounts recommended are 
listed alphabetically under these two headings. It has 
been years since I have seen a classification listing Cap- 
ital Stock before Cash, or one in which operating in- 
come accounts, operating expense accounts and: invest- 
ment, endowment and financial income and expense 
accounts are all mixed together. The illustrative trial 
balance on pages 75 and 76 shows this same confusion as 
given in the schedules of accounts. The form of the 
operating statement, pages 168-169, carries the same 
alphabetical arrangement of expense accounts as has 
already been criticized. However, in the annual state- 
ment of profit and loss, pages 189-182, the expenses are 
grouped under Maintenance, Selling Expenses, and 
General Expenses. The Capital Stock and Surplus 
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accounts are listed under “Liabilities” in the balance 
sheet. 

The schedule presented is in itself confusing through 
listing the following accounts, the titles indicating that 
very similar data might be recorded under at least 
three of them: 


“14. Investments (for perpetual or general care) 

20. Perpetual-care fund 

“21. Perpetual-care fund reserve 

“31. Trustee accounts 

“32. Trust funds—perpetual care, general mainte- 
nance.” 


The author apparently overlooks the fact that many 
cemeteries are owned by municipalities for he uses 
several accounts which indicate private ownership. 
Among them are Capital Stock, Surplus, Commissions 
and Selling Expense. 

The various forms and records which the author 
thinks are necessary for a cemetery association to main- 
tain are listed and illustrated. 

The author has the following to say about numbering 
ledger accounts: 

“To facilitate reference and distributing, it is con- 
venient to number all accounts in the ledger, but this 
numbering should not be consecutive. It is convenient 
to use only odd numbers, leaving the even numbers 
blank for additional accounts which may be required.” 

I doubt whether there is any support among account- 
ing instructors for such a system of symbols. 

The treatment of time sales is explained in detail and 
rulings of a suggested sales journal, “sales ledger” and 
commission record are given. In discussing Commissions 
and Discounts the author uses but two accounts for 
recording Commissions—Commissions (an operating 
expense account) and Contingent Commissions (a con- 
tingent liability account). What about showing Com- 
missions Earned and Commissions Payable as separate 
accounts? 

The accounting for perpetual care sales—calculation 
of amounts, records, federal income tax problems—is 
well explained. The reader will find valuable references 
to both income tax regulations and court decisions. 

No mention is made of the use of accounting for sink- 
ing funds for the redemption of bonds which may have 
been issued. In these cases the investments in such a 
fund should of course be separated from other invest- 
ments. 

The accountant—practitioner or instructor—will 
find the book a valuable reference on the subject even 
though a great many points are not presented in the 
finished form one would expect to find in 1935. 

F. H. 

University of Wisconsin 


Federal Income Tax Handbook, 1935-1936. Robert H. 
Montgomery. (New York: The Ronald Press Com- 
pany, 1935. Pp. xix, 1034. $10.00.) 


The following excerpts from the preface of the latest 
edition of the “Federal Income Tax Handbook” are 
not only significant but seriously so: 


When a subservient Congress obeys its dictator and 
passes laws which break a solemn contract to pay obj. 
gations in gold; , it is hardly to be wondered g 
that it would bend to the lash and amend the incom 
tax law to punish the thrifty, soak the rich, and mak 
other departures from sound and wise taxation. 

Our federal income tax law is grossly unfair; ij 
violates the fundamentals of scientific taxation , ,,; 
it is harshly administered. 

The Commissioner does exercise the discretionary 
power conferred upon him by the law—but only ip 
favor of the Treasury. 


These statements, coming from a man closely cop. 
nected with the tax legislation and tax practice sing 
the beginning of the present era, constitute a serioy 
indictment of our present tax laws and their admini. 
tration. In this case the criticism can hardly be dis 
missed by the cynical “wise-crack,” ‘Who's Mr 
Montgomery?” 

The latest edition of the Federal Income Tax Hand. 
book is similar in arrangement and treatment to its 
predecessors. The various sections of the current lay 
are considered in logical sequence, and are explained 
and interpreted in a clear and authoritative manner, 
The variations of type used in the quotations of lay, 
regulations, decisions, explanation, and comment e- 
able a reader to keep his bearings without too much 
conscious effort. The quotations of law and regulation 
are right to the point, and all material not necessary 
for the point in question is omitted. 

The book is divided into twenty-seven chapters cov- 
ering the entire income tax field, as well as that of su- 
dry other taxes. The text material of the book is pre 
ceded by a table of law sections which gives the section 
of the law and the page reference of each section. Thex 
law references cover not only the 1935 and 1934 acts, 
but go back to the 1918 act. Each chapter is preceded 
by a table of contents sufficiently detailed to serve its 
purpose. These are eight hundred and ninety-one pages 
of text material in this book. 

After the text material of the book there are the fol 
lowing indexes: 


Index to Articles of Regulations for all laws 
Index to Treasury Department Rulings 

Index to U. S. Board of Tax Appeals Decisions 
Index to Court Cases 

General Index. 


The author and his associates seem to have don 
everything possible to make this book a “handy tool’ 
for taxpayers and tax practitioners. An authoritative 
answer to almost any question involving taxes may ke 
found with the minimum of effort and with the mai 
mum saving of time. On matters which have not bee 
finally adjudicated the author does not hesitate to givt 
his opinion as to the probable finding. These opiniots 
should be of much assistance in making returns unde 
the new laws, many provisions of which are new, andit 
some respects radically different. 

Taxpayers, lawyers, accountants, and tax practitior 
ers should find the latest addition to the Income Ta 
Handbook family an aid in preparing returns whieh 
will reduce to a minimum refund claims, which are tt 
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day not only futile, but are absolutely dangerous. In 
regard to refund claims the author says in his preface: 
“st one time a claim for refund was received and treated 
by the Bureau with some respect. Today refunds are 
not even handled with honesty. Instead of passing on 
claims for refund impartially, the entire Bureau endeav- 
ors to find ways and means of disallowing the claim.” 
James V. TonER 
Boston University College of 
Business Administration 


Ofice Management. George M. Darlington. (New York: 
The Ronald Press, 1935, Pp. x, 203. $2.00.) 


Professor Darlington has given us an excellent trea- 
tise on office management. He aptly summarizes the 
purpose of his book by stating in the preface that it is 
not the function of such work to serve as an encyclo- 
pedia of detailed information, but rather as a tool to 
be used in opening the mind. 

The first two chapters treat the functions and duties 
of the office and its manager. The office serves as an 
“interfunctional clearing house” for the various depart- 
ments of the going concern. It is the directing brain, 
not only for the functions within the organization, but 
also with outside contacts. The full responsibility of the 
office is on the manager. It is his duty to get the work 
done accurately, promptly, and cheaply. He must super- 
vise and train its employees, and prescribe and enforce 
standards of operation. 

Management of a business consists of two interde- 
pendent functions—judgment formation, and the devis- 
ing proper machinery for its execution. The first is dis- 
tinctly a psychological process, and it depends upon the 
clearness with which the problem is formulated, and the 
correctness of its analysis and the faithfulness of its exe- 
cution. The second step depends upon a technique 
which is developed for the accomplishment of these 
ends. Probably the most exacting problem is to be able 
to control certain variables and errors that are always 
likely to arise. 

The tool of office management is organization—with- 
out which little or nothing is accomplished. Wastes and 
excessive over-head expenses may be avoided or greatly 
mitigated by a well directed organization. The particu- 
lar form of the organization is of little importance, es- 
pecially as long as it serves the particular purpose. 

Much is said, both in and out of business circles, 
about standardization. Any office may be over- or un- 
der-standardized, both as to personnel and equipment. 
Standardization usually implies reducing the work to a 
more or less routine. Such procedure may yield greater 
efficiency at a certain level, but it may play havoc with 
the morale and initiative of the office force. Office 
manuals and charts have important functions to per- 
form in the administration of any office. It is highly 
important that routine should not displace the motive 
for improvements, and the testing of new methods and 
processes. The various tasks of the office must con- 
stantly be subjected to job analysis, and the efficiency 
of the work must be continually checked. 

The welfare of the office worker must be constantly 
kept in mind. It should never be forgotten that the 
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efficient, low cost worker is the one who is happy in his 
job; who is situated in attractive and comfortable sur- 
roundings, and who has the proper supplies and equip- 
ment with which to work. Proper room temperature, 
lighting, and individual desks and places to work, are 
highly important. 

The office manager must know, at all times, just 
what work is being done. He must also know who is 
doing it, and how well the job is being accomplished. 
This may be done in various ways. First, by direct 
supervision by the office manager himself. But if the 
office happens to be a very large one, then he will have 
to accomplish this objective by means of assistants and 
reports. It is here that difficulty may arise, because 
competent assistants may not be chosen, and the re- 
ports may be so badly written as not to convey the 
proper thought to the workers. Too many reports, or 
those that are not clear in context, are almost as bad as 
none at all. 

There are so many ways of supplying incentives to a 
group of workers that it is difficult to state in a few 
words more than their fundamental objectives. As a 
rule, only positive incentives, such as promotions, ma- 
terial rewards, and vacations, should be used. Self-re- 
spect, the urge of achievement, and the desire for ac- 
complishment are tools which may be used very effec- 
tively. 

The flow of work through an office is more or less 
variable. It is not only subject to interruptions, but the 
volume may vary from time to time. Peaks occur al- 
most daily, weekly, monthly, and even yearly. It re- 
quires foresight in the planning to be able to meet these 
periods, and not find the business hampered by a glut 
in the office. 

Probably one of the most important, yet one of the 
most difficult problems to handle, is the work of the 
credit and collections. Good customers may be offended 
by an improper handling of their accounts, while the 
firm may suffer heavy losses by being too lenient with 
the fellow who does not intend to pay. It is in this con- 
nection that keen judgment is required. A competent 
office manager is therefore a great asset to his firm. 

Professor Darlington has fully treated every phase 
of the office problems and technique, and his book is 
recommended, not only to the general reader, but also 
to the teacher and student of business organization and 
management. His book is both readable and teachable, 
and is accurate and scientific in its treatment. 

Orvat BENNETT 

Washington University 


Changes in the Financial Structure of Unsuccessful In- 
dustrial Corporations. Raymond F. Smith and Arthur 
H. Winakor. (Urbana: University of Illinois Bureau 
of Business Research, 1935. Pp. 44.) 


The bulletin, Changes in the Financial Structure of 
Unsuccessful Industrial Corporations, presents the re- 
sults of analyses of 181 companies which failed from 
1925 to 1931, both inclusive. One of the companies 
whose reports were analyzed failed in 1923 and one in 
1924. There are, therefore, analyses of the reports (bal- 
ance sheets, income statements) of 183 corporations 
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used in the study. Comparisons of these companies were 
made according to their size and for four specific lines 
of industry. 
Chapters titles are as follows: 
I. Introduction 
II. Current Position 
III. Composition of Assets, Liabilities, and Net 
Worth 
IV. Revenue and Other Relationships 
V. Summary 
The Appendix contains seven tables of unusual value 
to the instructor of a class in Analysis of Financial 
Statements. The entire pamphlet is decidedly worth- 
while and is an excellent illustration of the valuable ma- 
terial which is being made available through well or- 
ganized Bureaus of Business Research. 
H. 


University of Wisconsin 


Problems in Auditing, Second Edition. Arthur W. Han- 
son. (New York: McGraw-Hill Book Company, Inc., 
1935. Pp. xvii, 556. $5.00.) 


The teaching of Auditing in our American Universi- 
ties has been the subject of much debate and this de- 
bate reveals wide variation between individuals as re- 
gards the procedure of presenting the subject to stu- 
dents. Moreover, as evidenced by the books written and 
used in the various schools, the literature on Auditing 
offers many possibilities in the way of handling the 
course. It shows that we have gone a long way from 
the day when Dicksie’s Auditing was predominant. To- 
day we have books dealing with auditing principles, 
auditing practice and procedure, auditing technique, 
auditing sets, auditing working papers, auditing reports 
and auditing problems making it possible to teach the 
course in almost any way desired. 

The book to be reviewed is classed with books on the 
problems of auditing. And yet it must not be thought 
that it contains auditing problems of the common va- 
riety. The latter are of a highly technical nature, re- 
quiring for their solution not alone the application of 
auditing principles, but mathematical calculations and 
the use of very definite accounting procedure such as 
working paper preparation, journal entries, statement 
construction, etc. The problems in this book, rather, 
are for the most part capable of oral discussion and do 
not require technical solution. They presuppose even 
more careful thinking, however, and in many aspects are 
concerned with more important considerations. Al- 
though definitely dealing with the application of audit- 
ing principles, they are nevertheless highly practical. 
They present the subject largely from the angle of the 
senior and supervising accountant and very little from 
that of the junior accountant. 

The second edition before us follows in general the 
edition of 1930. However, of the 126 problems of the 
former edition, 48 have been discarded and 71 have been 
added. The section on Reports to Stockholders and 
Part IV on Balance Sheet Problems have been omitted. 
The order of arrangement continues as before. First 
come problems dealing with the purposes of auditing, 
auditors’ responsibilities and beginning an audit. Then 
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chapters respectively on auditing Cash, Securities, Re 
ceivables, Inventories, Plant, Other Assets, Liabilitig 
and Capital Stock, and Surplus and Reserves. In Pay 
III are found complete working papers for one audit to. 
gether with the report. 

The reviewer is impressed with the care that has bee 
taken to gather representative and important facty| 
material, and problems which permit of excellent clay 
discussion, a phase of the subject which has been very 
much neglected. When used with other books it offey 
to students an opportunity to obtain a splendid insight 
into the salient accounting situations. It is a valuabk 
addition to accounting literature. 

W. S. Kress 

Washington University, St. Louis 


Federal Taxes on Estates, Trusts and Gifts. Robert ¥, 
Montgomery and Roswell Magill. (New York: Th 
Ronald Press Company, 1935, Pp. x, 458. $5.00.) 


The authors of “Federal Taxes on Estates, Trusts, 
and Gifts” very wisely included in this volume the io 
come tax on estates and trusts as well as the tax m 
estates and gifts. The problems under these three forms 
of taxation are interrelated, and are best understood by 
a joint discussion. 

This book consists of three parts and appendices, 
Part one deals with the income tax on estates and 
trusts, and is subdivided into four chapters. This section 
of the book contains a complete treatment of the 
method of taxing estates or trusts, income tax on fidv- 
ciaries, and deductions of the estate or trust. 

The second section of the book, consisting of sit 
chapters, deals with the estate tax. The subdivisions od 
this section are:—history and rate structure, gross & 
tates of residents or citizens and of non-resident aliens, 
the valuation of items of the gross estate, deductions 
from gross estates, and the administration of the estate 
tax. 

The third section relates to the returns, computation, 
and administration of the gift tax. 

This book follows the same plan as the Federal It 
come Tax Handbook. The law and regulations ar 
quoted and interpreted; rulings and decisions are sul 
marized and cited; advice, suggestions, and opinion 
are given in connection with procedure. The typography 
of the book makes it easy to distinguish quotations 
law, regulations, decisions, and the authors’ opinion 

Not only are the ordinary tax problems arising it 
estate and trust work discussed, but the unusual and 
more complicated problems are stated and solved. Ut 
fortunately, in certain parts of the book the authon 
forget that many taxpayers and accountants are nd 
lawyers, and are not, therefore, qualified to get the ful 
significance of terms which are strictly legal. A glossary 
for the definition of these terms would be quite helpful. 

While it would not be possible in any limited review 
of this book to comment on any considerable portiot 
of the contents, yet I feel that the treatment of insur 
ance by the authors deserves, because of its wide appl 
cation, some emphasis. The authors give a complete 
concise, and understandable summary of the principal 
problems arising in connection with insurance from tht 
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viewpoint of estate and inheritance taxes. It should 
fave all readers the urge to examine their insurance 
policies to determine the extent to which they are sub- 
ject to estate and inheritance taxes. 

The authors of ‘“‘Federal Taxes on Estates, Trusts, 
4ndGifts” are to be commended for dignifying this part 
of our tax laws by a separate volume, for the complete- 
ness of the treatment, and for the selection of the points 
tobe emphasized. Their book should be of immense as- 
sistance to fiduciaries, attorneys, accountants, and tax 
practitioners. 

James V. Toner 

Boston University College of 

Business Administration 


State Bank Failures in Michigan. Robert G. Rodkey. 
(Ann Arbor: University of Michigan Bureau of Busi- 
ness Research, 1935, Pp. 169. $1.00.) 


In this study the University of Michigan has made 
an important contribution to our knowledge of the un- 
derlying causes of recent bank failures. It is a statistical 
analysis of 163 cases of failure occurring between Jan. 1, 
1930 and Feb. 11, 1933. The sample included one small 
Detroit institution and all state banks outside the city 
which failed during the period. 

The findings may be summarized as follows: 

1, Capital funds in relation to deposits were reason- 
ably adequate. 

@. Excessive investment in bank building and other 
real estate was characteristic. 

8. Liquidity ratios were very low. 

4. Investments in real estate mortgages were heavy. 

5. Bond portfolios were not particularly excessive, 
but were badly selected. U. S. Governments and Rails 
were notably absent, while real estate and construction 
bonds were found in very large quantities. 

6. The earning power of the banks was not deficient, 
but the large “charge-offs” and “write-downs” indi- 
cated great incompetence of management. 

The method used was to study the condition of the 
banks in 1929 and then to consider their status at the 
time of failure, making comparison with the solvent 
Michigan State banks, all national banks, and all coun- 
try national banks. Separate chapters are devoted to 
failures in relation to size and location of bank, propor- 
tion of invested capital to total deposits, liquidity, real 
estate mortgages, diversification, and earning power. It 
isnot possible within the limits of this review to sum- 
marize the statistical evidence; but it may be said that 
the findings should be of great help to those who are 
concerned with the problem of bank management in 
Michigan. Questions relating to liquidity and diversifi- 
cation are treated in an especially able manner. 

The author concludes with a chapter on remedies. 
Branch banking, elimination of dual control, a licensing 

system for bankers, and greatly increased severity of 
examination are among the solutions offered. But per- 
haps the great value of the study is to be found in the 
statistical demonstration of why the banks failed. Simi- 
lar studies should be made for other parts of the United 
States, 
J. Ray CaBLe 
Washington University 
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The Mathematical Theory of Finance. Kenneth P. Wil 
liams. (New York: The Macmillan Company, 1935, 
Pp. xii, 280. $2.75.) 

The subject of the mathematics of finance is one 
which deservedly has received an increasing amount of 
attention in the last few years. Throughout the realm 
of business, we are constantly confronted with problems 
of interest, discount, mark-ups, income distributions, 
bond valuations, etc., and schools of business would be 
remiss in their duty if they failed to prepare their stu- 
dents in a subject that has become one of major impor- 
tance. The question then is as to what particular topics 
are to be covered in a course of this kind. Professor 
Williams’ book devotes one chapter to simple interest, 
one to compound interest, one to equation of payment; 
there are two chapters on annuities, followed by indi- 
vidual chapters on the application of annuity theory to 
problems of sinking funds and amortization, bond valu- 
ation, and that perpetually vexing problem of deprecia- 
tion. Further applications to the field of life annuities 
and life insurance complete the main body of the book. 
The appendix contains expositions of the binomial theo- 
rem, arithmetic and geometric series, and logarithms. 
An unusually complete set of tables is also furnished. 

It will be seen then that beginning with chapter II, 
and with but few minor exceptions, the entire field cov- 
ered is that of compound interest and its many ramifica- 
tions. Now it seems to the present reviewer, that there 
is a considerable, unexploited field of simple interest and 
even of outright percentage problems which are of suffi- 
cient importance to warrant their inclusion in a general 
treatise of business finance and mathematics. 

The author is to be commended for the simplicity of 
his introduction of compound interest, and for his in- 
sistence that the converse cases do not need special for- 
mulas but can be solved by reference to ordinary alge- 
braic transformations. 

In connection with compound interest where frac- 
tional parts of a conversion period are involved, the 
author offers as alternative solutions first the strict ap- 
plication of the compound interest formula, and sec- 
ondly the use of the formula for the integral number of 
periods plus simple interest for the fractional period. 
There is no doubt as to the logical correctness of the 
first method, particularly in scientific work where cal- 
culations on the law of organic growth are involved; 
yet it might have been well to point out that in business, 
the second method has been generally followed. 

In chapter III illustrations are given of equated pay- 
ments, but only for cases involving compound interest. 
Simple interest cases have been omitted; however they 
are important since the latter condition arises fre- 
quently in connection with accounts current. 

The first chapter on annuities is very compact. Solu- 
tions for the converse cases involving “‘n’”’ and “‘i” are 
given only by means of interpolation in existing an- 
nuity tables. The algebraic method for solving for “‘n” 
is presented as a problem to be solved by the student. 
But the general method of solving for “i” by the use 
of an approximation formula derived from a binomial 
expansion is merely hinted at without being solved. 

In chapter V special annuity formulas are developed 
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for cases where interest conversions and annuity pay- 
ments do not coincide. Professor Williams has suc- 
ceeded in transforming the usual formula used for this 
purpose into a simple form, reducing the amount of 
work required in solving and also making possible the 
use of regular annuity tables. 

The chapters on sinking funds, amortization, and 
bond valuations cover the necessary ground logically 
and with a minimum of effort. 

A word needs to be said concerning the chapter on 
depreciation. It is no fault of Professor Williams’ if he 
has gone astray as to the nature. of the sinking-fund 
method of depreciation, since many accountants them- 
selves do not fully comprehend it. Specifically, a re- 
placement fund is no necessary accompaniment under 
this system, any more than it is under the straight-line 
method, or any other method. All that the sinking-fund 
method of depreciation amounts to is the use of a sink- 
ing-fund formula for calculating the credits to the re- 
serve account as if a fund were actually contemplated. 
But most discussions seem to emphasize the replace- 
ment fund as an inevitable concomitant of this method. 

A number of methods of depreciation are not men- 
tioned; among them is the composite-life method, and 
also what is usually referred to as the annuity method, 
and which really is one based on the present-value or 
amortization formula. The latter method is not very 
popular, since it involves the inclusion of an interest 
charge on the investment (the remaining book value). 

With the increasing interest shown by laymen and 
students in our business schools in questions of life an- 
nuities and life insurance, it is well to have the basic 
principles presented in as simple a manner as possible, 
and this Professor Williams has done. The subject is 
certainly not easy; perhaps a discussion of the subject 
of permutations, combinations, and probability might 
have been introduced into the text, as a preliminary to 
discussing life annuities and insurance, but that is de- 
batable. 

Throughout the book, the problems and exercises 
have been selected with care and intelligence. The in- 
troduction of the American Annuitants’ Table of Mor- 
tality is a welcome departure from the usual textbooks 
which use the American Experience Table for both in- 
surance and annuity calculations. 

Perhaps a more critical appraisal of some of the 
methods and practices explained in the book might have 
been desirable, but from a mathematical viewpoint, the 
work is unimpeachable. 

THeEoporE LANG 

New York University 


Money and the Economic System. E. M. Bernstein. 
(Chapel Hill: The University of North Carolina 
Press. 1935. Pp. xi, 516. $3.00.) 


Mr. Bernstein explains, in the Preface of this vol- 
ume, that ““The principles of money formulated by the 
older economists are still an important part of our 
knowledge; but on these principles there has been 
erected a new superstructure, clarifying, amplifying and 
extending our new understanding of money. Unfor- 
tunately, the importance of the newer principles has 


not yet been recognized by many of our statesmen. ,." 
Moreover, “For many years the gold standard was 
end in itself; and the economic system, for better » 
worse, had to adapt itself to the limitations placed upm 
it by an antiquated monetary standard.” It seems ) 
follow that the “‘new superstructure”’ does not includ 
the gold standard and that, indeed, is the case, for “Thy 
experience of recent years in the United States, in Greg 
Britain and in Sweden is evidence that monetary map. 
agement is a practicable policy.’ Moreover, it is eq. 
sidered adequate for the solution of “. . . our mog 
pressing economic problem—periodic unemployment 
’ since that problem “. . . is largely of monetary 
origin and is subject to monetary control ... .” 

This brief statement roughly indicates the monetary 
philosophy with which the author approaches his work. 
As for the latter, it is presented in five parts and th 
first of these develops ““The Monetary System”’ in five 
chapters. After defining Money “. . . as anything that 
is used as the economic unit of measurement, and that 
is generally accepted in payment for goods and services, 
and in discharge of economic obligations.’ Mr. Ben. 
stein examines the ““Modern Forms of Money” and con. 
cludes that “Deposit money . . . is the only important 
form of bank money in this country ....” Passingto 
“Gold and Other Monetary Standards,” the author finds 
that “‘. . . there is no reason to believe that a monetary 
system managed to maintain the value of a unit 
money equal to the value of a given quantity of gold 
would be better than a monetary system managed to 
maintain economic equilibrium.” Thus is the gold 
standard dismissed as a means of maintaining economic 
equilibrium, (p. 60) for a country “. . . must choose be 
tween linking the value of money to gold and keeping 
its economic system in equilibrium.” Indeed, there is 
not much choice, for “. . . even ordinary management 
would undoubtedly be superior to the automatic varis- 
tions in the supply of money that result from regulating 
it with reference to gold reserves.” (p. 89) 

In Chapter V, “The Monetary System of the United 
States,”’ there is a brief treatment of monetary manage 
ment since 1933 in the course of which Mr. Bernstein 
asserts that, “The policy of depreciating the foreign er 
change value of the dollar, of which the gold and silver 
purchases are a part, undoubtedly aided in the rise 
the price level after March, 1933,” but there ar 
no supporting data. Again, (p. 116-7) it is said that 
“.. the monetary changes since 1933 have been the 
necessary and desirable means of establishing a mone 
tary system managed for the purpose of maintaining 
the proper production, distribution and utilization d 
the national income.” This statement also is unsup 
ported except by the deductive analysis which is sub 
sequently developed in support of monetary manage 
ment as a means of attaining economic equilibrium ani 
this by no means sustains the adequacy of the changes 
that have been made. 

Part Two, relating to “Prices” presents an unusually 
good chapter on “Index Numbers of Prices” and the 
clearest statement concerning “Price Movement” avai 
able in text book form. Here it is said that “. . . the ris 
and fall of prices during the various phases of a busines 
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cycle are not related to variations in the available sup- 
ply of monetary gold” (p. 164) Again, (p. 171) it is 
pointed out that “. . . the supply of monetary gold and 
the volume of production are not the only factors affect- 
ing normal prices.” Evidently the monetary gold stock 
is one of the factors affecting normal prices alone. With 
these two chapters concerning elementary principles, 
it is possible to develop Part Three, ‘““The Value of 
Money.” Here, again, the book excells in that it pro- 
vides brief but clear statements of the essentials of the 
cost of production theory, the bullionist theory, the sup- 
ply and demand theory before taking up the quantity 
theories. Fisher’s analysis of the quantity theory is first 
taken up and it is pointed out that “. . . so long as in- 
stability is characteristic of prices, an assumption that 
the velocity of money is independent of the price level 
invalidates any conclusion regarding the forces deter- 
mining the value of money.”’ Mr. Bernstein concludes 
that “The average level of prices that is determined by 
the equation of exchange is probably a good measure of 
the price level of the transactions involved. But it can- 
not be considered a measure of the value of money in 
purchasing goods and services for consumption.” (p. 
211) 

Analysis of quantity theories then passes to “Cash 
Balances and the Price Level.’’ Here, also, it is con- 
cluded that “‘. .. the cash balances equations do not 
measure the value of money in purchasing goods and 
services for final use... .” Indeed, Mr. Bernstein is 
rather disposed to agree that “‘. . . the two types of equa- 
tion are different views of the same phenomenon ...,” 
the transaction value of money. It is not too much to 
say that the author has the best one-chapter exposition 
of the cash balances approach in text book form. Also, 
his discussion of the value of money is amplified and 
strengthened by his chapter, “Income and Expenditure, 
and the Price Level,’’ Chapter XI, where he takes up 
the views of Aftalion, P. W. Martin, Hawtrey and 
Keynes with respect to the relations of money, income 
real income and the price level. The theories of Hawtrey 
and Keynes are found to be quite similar, “‘. . . despite 
the different emphasis on causes of price changes” and 
“There is little of fundamental importance in Hawtrey’s 
analysis that can be disputed.”’ (p. 265) 

The value of the treatise is still further enhanced by 
Chapter XII, “The Discount Rate and the Price 
level,” wherein the theories of Wicksell and Cassell 
are presented, and the conclusion reached that “. . . 
there is a causal relationship between the discount rate 
and prices... .” However, “. . . it is incorrect to say 
that the cause of higher or lower prices is solely in the 
movement of the discount rate” for the real rates of 
remuneration of the factors of production determine the 
rate at which credit is created and repaid. (p. 290) In 
passing, Mr. Bernstein remarks that the chief source of 
error in the theory of Warren and Pearson “. . . is the 
neglect of the income velocity of money.” 

Part Four, “Monetary Problems,” begins with a dis- 
cussion of inflation and deflation and their essential fea- 
ture is found in the existence of business profits or losses. 
Since a moderately severe inflation or deflation cannot 
be expected to remedy itself by an appropriate move- 


ment in the expense level (p. 313), devaluation may be- 
come necessary, but complete dissociation of the dollar 
from a fixed weight of gold would be even better. The 
treatment of the relationship of commercial banks and 
prices (p. 339) brings out the point that “The banking 
system induces changes in the price level by the rate at 
which it expands or contracts loan-deposits” and then 
passes to “The Central Bank and the Price Level” and 
its power to control the reserves of member banks in 
relation to loan-deposits. There is an excellent chapter 
(XVI) on “Business Cycles” which is devoted chiefly 
to monetary theory of business cycles, including Haw- 
trey’s and Keynes’ and the author is so optimistic as to 
conclude that “Only a national monetary authority 
with sufficient control over the creation of credit and 
investment can manage the monetary system to avoid 
variations in business activity.” (p. 388) 

Part Five, “Monetary Management,” starts off with 
the assertion that the gold standard did not contribute 
to the industrial progress while that standard prevailed. 
The period was characterized by business cycles to 
which disturbances inherent in the monetary system 
contributed to a large extent. Monetary management 
could offset monetary disturbances and materially les- 
sen the non-monetary. Just how much could be achieved 
through management is not made clear, for it is ad- 
mitted that “‘. . . even a perfect monetary system can- 
not solve all the economic problems of the commu- 
nity ....” But, “...a good monetary system can do 
much to minimize these difficulties . . .” and the author 
firmly believes that a managed monetary system would 
or could be good. It is this faith in management that 
detracts from and weakens his treatise. Indeed, but for 
his advocacy of management, it would be possible to 
say that he has written the best text on money yet to 
come from an American economist. A good text does 
not advocate any particular theory of money, but 
analyzes all impartially. The theory back of his case 
for management is to be found in his contention that 
“Tf industrial equilibrium is to be maintained, it is es- 
sential that the rigidity in the price structure should be 
offset by flexibility in the price level.’’ Admittedly, the 
presence of rigidity is an appalling fact, but is it to be 
met by an appalling remedy, bureaucratic control of 
credit. Moreover, the author commits himself to one of 
the chief arguments of the nationalists, for “A well- 
managed monetary system must be national, not inter- 
national.”’ There is at the close of the book a valuable 
section, “Suggestions for Reading” with brief concise 
comments on the books mentioned and a helpful “‘Glos- 
sary.” 

E. A. Kincaip 

University of Virginia 


Money and Banking. Second Edition. Frederick A. 
Bradford. (New York: Longmans, Green & Co., 1935, 
Pp. xii, 814. $3.75.) 

This volume is a combination in one volume of 
“Money” and “Banking” by the same author. The 
process of combination involved a complete reorganiza- 
tion and the inclusion of new material. The consolida- 
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tion was made with the hope that it would enhance the 
usefulness of the book and it appears that this hope has 
been realized. The first four chapters devoted to funda- 
mental concepts and historical development of money, 
including a chapter entitled ““Monetary Developments 
Since 1932,” were originally published as a pamphlet. 
The next six chapters deal with the nature and func- 
tions of commercial banks, thereby permitting the 
analysis of deposit currency. Two excellent chapters on 
foreign exchange are followed by a chapter on “‘Central 
Banks”’ in which there is a brief treatment of the Bank 
of Canada. 

“Early American Banking’’ is followed by two chap- 
ters on the national banking system and then the dis- 
cussion passes to the Federal Reserve. The vital changes 
wrought in the Federal reserve system beginning with 
the Act of September 7, 1916, when advances to member 
banks on paper secured by federal obligations were first 
authorized, strangely enough receive no special com- 
ment from the author. Neither does he seem disturbed 
by the Act of 1933, which permitted federal securities to 
be used as collateral for federal reserve notes, thereby 
permitting Federal obligations to penetrate still further 
into the system. The five chapters on the Federal re- 
serve system conclude with the charitable observation 
that “*. . . intent of the framers of the Federal Reserve 
Act to provide for an elastic currency based on the com- 
mercial and agricultural needs of the country has been 
satisfactorily attained... .” 

The excellent chapter on “Crisis and Reform Legis- 
lation,” fails, as do most similar discussions, to explain 
why the alarm spread to Germany, after the Credit 
Anstalt failed. Dr. Bradford questions the wisdom of 
the deposit insurance feature of the Banking Act of 
1933, and he is disposed to feel that state wide branch 
banking should have been permitted for national banks, 
regardless of state laws. Everything considered, it 
would seem that the Act of 1933 must be considered a 
failure as a reform measure. Chapter XXIII, ‘““The New 
Banking Philosophy—The Banking Act of 1935,” is not 
found more satisfactory. The Administration’s attitude 
toward banks is criticized, but the part the banks played 
in bringing on their own difficulties is not at the same 
time clearly brought out. The final appraisal of the act, 
that it “. . . represents the outcome of a long struggle 
on the part of the Administration to centralize control 
of credit in the Federal reserve system under political 
control,” does not make any reference as to where con- 
trol has resided hitherto and where it will reside in the 
absence of Federal control. Nor is there any recognition 
of the absolute necessity of a system in which the people 
have complete confidence because they know where the 
control lies. 

Dr. Bradford’s treatment of the value of money is 
one of the outstanding merits of his book, for he has 
presented an excellent clarification of the ‘“‘cash-spend- 
ing” and the “cash-value” approaches to the problem. 
The conclusion is reached that “. . . income velocity is 
more important than transaction velocity in determin- 
ing causes of changes in the value of money.” The dis- 
cussion of theory is enhanced by the chapters, “Bank 
Credit Money and the Value of the Standard” and 
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“Government Credit Money and the Value of th 
Standard” because both deal with problems of grey 
practical significance in recent history and the studen, 
cannot become too well grounded with respect to them, 
The chapter on International Exchange analyzes tl 
artificial control of gold movements and devaluatio, 
with respect to gold movements, both deserving of the 
brief but careful consideration given them. In discussing 
“Central Bank Reserves,” the conclusion is reached 
that uniform reserves are unnecessary and undesirable, 
In connection with a diseussion of “Central Bank 
Co-operation,” Dr. Bradford gives some space to the 
Bank of International Settlements and then resumes 
monetary policy, this time in connection with the “typ. 
cal pre-war business cycle” and “post-war cycles,” Fo 
the latter he relies somewhat upon Col. Ayres! and the 
result is a materially improved treatment. “Credit Con. 
trol Under the Federal Reserve System,” Chapter 
XXXII, brings out the stated policy of the Board, an 
nounced in 1923, and the departure therefrom in 19% 
and more decidedly in 1927. Dr. Bradford is not sever 
in his criticism of the Board, though he characterizes 
it as having been “too opportunistic.” The Glas. 
Steagall Act seems to meet with his approval and » 
also does the easy money policy resumed in 1931 and 
continued in 1932. The policy pursued after the bank 
ing crisis of 1933 seems not to meet his approval and he 
finds in the attitude of the Board in 1935 a tendency 
away from qualitative toward quantitative control of 
credit, but there is no reference to the possible influence 
of ideas such as those held by Mr. Lauchlin Currie? 
The entire subject is elaborated in Chapter XXXII], 
“Future Possibilities of Credit Control,” in which itis 
made clear that “. . . complete elimination of cyclical 
movements in business is not to be expected,” but ther 
is some probability of success provided the banking 
laws are materially altered. The chapter, ““The Problem 
of the Standard”’ is devoted in part to the refutation o 
Governor Eccles’ hope that the reserve authorities wil 
be able, “. . . not only to prevent an excessive expansion § 
of bank credit, but also to prevent a subsequent reac- 
tion... .’’ The pre-war gold standard is insufficiently 
analyzed, but there is a good statement of the obstacles 
to the play of reciprocal forces after the war. In viewol 
these factors, Dr. Bradford is disposed to favor elimins- 
tion of the obstacles to a resumption of that standard. 
There follow chapters on ‘““Trust Functions,” “In- 
vestment Banking,” “Savings Banking,” and “‘Agricul 
tural Credit” which give some consideration to the re 
percussions of the post-war period, though it should be 
said that the last named chapter is not sufficiently criti- 
cal with respect to the credit policies pursued. It is for- 
tunate that a chapter entitled, “The Bank Statement’ 
is included, for this is a subject which is vital, if stu 
dents are really to have anything more than a theo- 
retical idea of banking. Dr. Bradford is the only author 
of a text on money and banking, so far as the reviewer 
is aware, who takes up the subject of bank liquidity in 


1 The Chief Cause of This and Other Depressions. 
2 The Supply and Control of Money in the United 
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asatisfactory even if a brief way. The work is concluded 
witha chapter on “Bank Earnings and Expenses” which 
considers the cost of carrying an account for a depositor 
and its inclusion is justified if for no other reason than 
because college students should read it. 

There are a number of minor defects, including a 
lack of emphasis on certain vital points, which need not 
be referred to here for taken as a whole it is safe to say 
that Dr. Bradford has written the best text on money 
and banking now available. It is well-balanced with re- 
spect to the historical and current phases of the subject 
and also with reference to theoretical and practical 
problems. Moreover, the work is evenly developed and 
the treatment uniformly strong. The monetary aspects 
of the subject are well woven into the treatment of 
banking so that in effect the text is a treatment of 
money, as it should be. The effects of the events since 
the beginning of the World War are given the prominent 
place they deserve without sacrificing the historical 
background of money and banking as it has evolved 
in this country. The mistakes of recent years are clearly 
brought out, and for the most part in a spirit of fairness. 

E. A. Kincarp 

University of Virginia 


British International Gold Movements and Banking 
Policy, 1881-1913. W. Edwards Beach. (Cambridge: 
Harvard University Press, 1935. Pp. xiv, 218. $2.50.) 


“Cyclical movements of gold coin from New York to 
the interior . . . , accompanied by imports of gold from 
abroad during periods of business prosperity, were en- 
countered in the United States during the pre-war era. 
In depression both flows were reversed. The importance 
of these phenomena for problems of money and banking 
and international trade was pointed out by the late Pro- 
fessor Allyn A. Young. At his suggestion, the present 
study was begun to see whether the same relations be- 
tween internal and external movements of gold were to 


_befound for England.” The nature of the project is thus 


clearly set forth by the author in his “Preface” to this 
volume, No. 48, in the Harvard Economic Studies. 

In the “Introduction,” the author again points out 
that, “Professor Young found that during periods of 
prosperity gold tended to come into the United States 
in response to high discount rates, even though a rela- 
tively high price level should have caused gold to be ex- 
ported.” This phenomenon raised the question of the 
relative importance of discount rates, as compared to 
commodity prices in bringing about the movement of 
specie, so far as cyclical fluctuations are concerned, and 
“the present study attempts to evaluate the quantita- 
tive problems involved.”” Remarks of the author in his 
“Preface,” indicate the problem as one having to do 
with economic friction, affecting the degree of auto- 
maticity of the pre-war gold standard. 

“The Theory of International Gold Movements” is 
then presented with reference to (a) the classical theory 
of trade adjustment, (b) the classical bi-lateral theory of 
gold movements and (c) the neo-classical theory of 
Taussig. The analysis of the latter aspect leads Dr. 
Beach first to present Hawtrey’s general theory of 
money and credit and then his view that drains of gold 
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abroad and synchronous drains to the interior are the 
phenomena to be expected during the expansion phase 
of the cycle. He concludes that Hawtrey’s analysis of 
the mechanism of exchange “. . . is inherently classi- 
cal,” because it “‘. . . depends upon the prompt reaction 
of commodity prices to changes in the volume of de- 
posits and currency. The size of the unspent margin 
must be sensitive to variations in rates of discount ....” 
The deficiencies of this view are then brought out, i.e., 
the elements of friction are revealed and the discussions 
pass to “Writers on foreign exchange... ,” including 
Goschen, Taussig, Whitaker, Young, Laughlin and 
Angell, thereby bringing out refinements of the classi- 
cal theory worked out by these writers or by himself in 
the course of his analysis of their work. Dr. Beach also 
considers the views of “The chief proponents of the 
Currency Principle...” and agrees that “... there 
did not exist the intimate connection between gold and 
prices which was presumed . . .”” by this school. 

Chapter III is devoted to “Gold and Currency 
Movements” and it is brought out that the Bank of 
England at the beginning of the period (1881), “. . . fol- 
lowing the oft-times repeated criticism of Bagehot and 
others, had begun to operate in a systematic and well- 
defined manner,” with a view to control of the money 
market. It is in this chapter that the author begins to 
set forth the extent of his own careful investigations of 
various series bearing upon gold and currency move- 
ments, particularly with respect to the extent of their 
cyclical character. He finds that “. . . the data seem to 
warrant the conclusion that in cases where the period 
of expansion was long-continued and the succeeding re- 
cession gradual, the internal drain was abated slowly. 
And where the business cycle was shorter and the reces- 
sion abrupt the drain ceased more quickly.” 

“Bank Reserves and Credit” is the subject of Chap- 
ter IV and the statistical data there presented are ampli- 
fied by the historical material presented in Chapter V, 
“The London Money Market, 1881-1891.”’ “The two 
types of information are then considered with relation 
to the theory of international gold flows.” Chapter VI, 
“The London Money Market During the Depression of 
the Nineties” continues the survey of the conditions in 
the money market from the Baring Crisis to the Boer 
War. The following chapter examines the problems en- 
countered by the Bank of England from the Boer War 
to 1913. One may refer to only a few of the significant 
findings of Dr. Beach in these chapters, but attention 
should be called to the fact that the Bank rate went to 
7 per cent during the American panic of 1907 with the 
result that “‘... the next export of gold for the fourth 
quarter of 1907 amounted to less than one million 
pounds and a net gain accrued ... in the first three 
quarters of the year. This achievement was heralded as 
the acme of success of the English banking system under 
the act of 1844.” But Dr. Beach attributes the results 
obtained to the fact that “...the two continental 
banks (Bank of France and the Reichsbank) preferred 
to aid the Bank of England rather than suffer high dis- 
count rates in their own countries.” And again in 1910, 
“. . the Bank of France was willing to let gold go tem- 
porarily to avoid any disturbance in the French mar- 
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ket ...’”’ and to some extent the Bank of France be- 
came “...the central bank for England as well as 
France, and were permitting the use of their bullion 
stock because the English system was not competent or 
willing to take care of seasonal and other needs.”’ As for 
another deficiency in the London money market, Dr. 
Beach points out that it is “. . . apparent in times of dis- 
tress, at least, they (the joint stock banks) were more 
willing to co-operate with the Bank of England in bring- 
ing the money market under control than they had been 
earlier.” 

“Relations of the Bank of England to the Money 
Market and The Banking System” is the subject of 
Chapter VIII. There it is pointed out that in the middle 
of the nineteenth century the Bank of England was the 
leader in the money market “. . . because it always sup- 
plied a portion of the supply of funds seeking invest- 
ment.” After 1857, the Bank altered its policy with re- 
spect to rediscounts because of the growth of London 
joint stock banks, the increase of available loans from 
private bank sand discount houses, the lessons learned in 
the crises of 1847, 1857 and 1866, and the “. . . repeated 
strictures of Bagehot on the necessity of keeping ade- 
quate reserves for any emergency.” By 1878, the Bank 
had definitely accepted the new situation and an- 
nounced “. . . that it would no longer lend to brokers 
at the market rate, but would restrict discounts at that 
rate to its regular customers only ....” By 1881, the 
Bank had learned to alter its discount rate in a sys- 
tematic manner in order to control gold flows; and the 
state of the reserve was the criterion upon which dis- 
count policy was based.” But, the lack of power over the 
market compelled the Bank to resort to other means 
than the discount rate to obtain the necessary control. 
There follows a discussion of open market operations 
relative to the discount rate. 

The final chapter, “Gold Movements and Banking 
Policy” is the most vital, for here are the major con- 
clusions of the entire study. Thus it is said that “‘If the 
price levels in England and the United States had been 
less sensitive than the prices in other countries, the 
cyclical fluctuations in gold flows found here could be 
explained along the lines of the classical theory.’’ The 
chief defect with the classical explanation “‘. . . is that 
the lower price levels in prosperity in ‘older’ nations, 
which are also creditor nations, would lead to specie 
imports if price levels govern the situation, but would 
be consistent with specie exports, if there was a large 
volume of international lending occurring.” Dr. Beach 
holds that dependence cannot be placed upon an insen- 
sitive price structure as the explanation for the cyclical 
gold movements found for England. 

A problem is presented by the fact that in a given 
situation borrowing operations might tend to bring gold 
in to offset specie exports due to relatively high prices. 
At any rate, ““The evidence found in this study points to 
very important cyclical variations in specie movements, 
and it seems probable that the frictional element in 
the economic system are more important than the clas- 
sical writers have admitted.” Incidentally, it is re- 
marked that standard money currencies are expensive 
because of their effects in “. . . upsetting the economic 


systems of other countries.” The author is disposed tp 
think that movements of foreign balances constitute, 
better explanation of cyclical gold movements in the 
United States and England than price level differences, 
Finally, it is observed that in a world where intern] 
price structures are rigid, the easiest method of curbing 
the unfortunate influence of movements of short-term 
balances “. . . is to set up conditions which make the 
latter more insensitive to rate changes,” and some such 
mechanism is essential, if the international gold stand. 
ard is to be effective for cyclical periods. 

This review has attempted to bring out the fact that 
Dr. Beach has really analyzed the working of the inter. 
national gold standard in the light of the influence of 
economic friction. The objective first set up by Dr. 
Young suggested the presence of elements of friction as 
a possible explanation of the problem raised by him, 
These elements of friction have been found in a study 
of the data and their relationship to events has been es 
tablished in a way which is enlightening to those who 
have always wanted to know precisely how automatic 
the gold standard in its heyday actually was and why, 
Dr. Beach has done much to show that, from the point 
of view of behavior, it departed from theory signif- 
cantly because of friction. It should be added that he 
has also thrown light upon the question of the stability 
of capitalism in the presence of frictions. The volumeis 
rounded out with two appendices and a bibliography, 

E. A. Kincap 

University of Virginia 


Money and Banking. Horace White. Revised and e- 
larged by Charles S. Tippetts and Lewis A. Fromand. 
(Boston: Ginn & Co. 1935. Pp. xiv, 808.) 

Horace White’s Money and Banking has long been 
recognized as a pioneer work of so much merit that it 
has come to be regarded as a classic. The authors of 
this new edition were quite aware of this, but they wer 
also confronted with the necessity of a considerable re 
vision if the old book was to retain its one-time popt 
larity as a text for college courses. Evidently the prob 
lem confronting them was not simple, for we find them 
saying, “In many ways it would have been easier, per 
haps, to write a completely new volume.” Accordingly, 
the result of their labors is a compromise whereby 
“Probably one-third of the book remains as Mr. White 
left it in his last revision in 1914.’’ But there still re 
mained the problem of major conclusions reached by 
Mr. White and of this the authors say, “We have... 
endeavored not to modify (them) in any drastic mal 
ner.”” However, “... Mr. White was an advocate d 
‘hard money,’ and ardent believer in the gold standard, 
and the soundest of sound-money men. Because we 40 
not feel quite so certain or confident as he regarding the 
meaning of ‘sound’ money and how to secure it, we hope 
that were he alive today he would not be too critical of 
what we have done.” This frank statement of the at- 
thors leads one to expect a text that reveals the evolt- 
tion of monetary thought in the years since 1914 and 
that expectation is fully realized. 

The authors provide two suitable introductory chap 
ters, “The Nature and Evolution of Money” and “The 
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Functions and Characteristics of Money” and then 
wisely include Mr. White’s excellent chapter on “Co- 
lonial and Revolutionary Bills of Credit,” thereby giving 
the book one of its outstanding qualities, namely, an 
excellent historical ground work for money and banking 
as we know it today. The chapter on “Gold Mining and 
Production” adds materially to the value of the text 
and the two following chapters on ‘Monetary Stand- 
ards” clearly explain the essentials of gold and other 
monetary standards. The place of bank notes in a mone- 
tary system is well treated and then comes “Prices and 
the Value of Money” in the course of which a decidedly 
friendly interpretation of the quantity theory of money 
is presented. Indeed, as presented, the Fisherian ap- 
proach is made to account for short-term changes in the 
value of money. But careful consideration of the treat- 
ment leaves one with the impression that the obstacles 
involved have been rather too easily overcome, for some 
of the most telling criticisms of that approach have been 
overlooked. 

Chapters IX to XI, “The Greenbacks and Confed- 
erate Currency,” “After the Civil War” and “Silver 
Dollars and the Panic of 1893” are also included in the 
form in which Mr. White left them, thereby providing 
additional historical background of much value to the 
student. However, the latter chapter would have been 
strengthened, if the authors had added material (p. 283) 
showing just what terminated the Panic of 1895. The 
three chapters, XII to XIV, treating ‘“Foreign-Ex- 
change Rates,” ‘Financing International Trade” and 
“The Balance of International Payments’ satisfac- 
torily present the essentials of that phase of the subject 
matter and the authors then pass to the “Functions of 
a Bank,” wherein they refer to a bank in the modern 
sense as a manufactory of credit... .” (p. 326) 
Thisis rather unfortunate since it leaves the student with 
the idea that banks create credit out of the air, unless 
the instructor is careful to explain the nature of the ma- 
terials from which credit is manufactured, thereby mak- 
ing it clear that banks do no more than recognize credit 
already manufactured or in process. There is also a 
chapter on Bank Statement” which adds nothing 
to the conventional and inadequate treatment usually 
accorded this subject. 

Chapters X VIII-XXI, covering “Colonial Banking 
and Early American Banks,” “The First and Second 
Banks of the United States,” ‘““Making the Bank Note 
Safe” and “Banking Chaos and Some Notable Banks 
in the Nineteenth Century’ are wisely included in prac- 
tically the form in which Mr. White wrote them. Chap- 
ter XXII, “The National Banking System,” includes 
Mr. White's chapter on “The Panic of 1907,” a happy 
combination. Chapters XXIII to XXX, inclusive, are 
the work of the authors of the new edition and it is 
chiefly by means of these chapters that the book is 
brought up to date. On the whole they are exceptionally 
well done, though one might take exception to certain 
statements here and there. Thus it is said (p. 544) that 
by means of the Glass-Steagall Act, ‘The Federal re- 


‘Mitchell, Business Cycles The Problem and Its 
Setting, 128-132. 


serve note was ... kept as an elastic currency in spite 
of the dearth of commercial paper.” Very true, if “‘elas- 
tic” is given a meaning quite different from the inten- 
tion of the original reserve act. In addition, the remarks 
(p. 557) respecting open market operations are not in 
line with the Banking Act of 1935. The authors also fail 
to bring out the relative ineffectiveness of the redis- 
count rate (p. 579) as an instrument of credit policy. 
But, they added much to the value of the text by in- 
cluding an entire chapter on “The Security Market,” 
including therein an excellent analysis of the extent of 
the responsibility of the Federal reserve for the stock 
market boom. 

“Bank Failures and Banking Concentration” also 
adds much to the value of the text, but perhaps it 
should be remarked that the error of other writers is 
repeated to the effect that state-wide branch banking 
is permitted in Virginia. The treatment of branch, 
chain and group banking effectively brings out the 
growing importance of these developments. Thus it is 
shown that “Since 1927 branch systems have been do- 
ing about one-half of our banking business.” Moreover, 
at the close of 1931 “‘. . . group and chain banking sys- 
tems possessed 25 per cent of the loans and invest- 
ments of all commercial banks . . . .”” The conclusion of 
the discussion on bank failures contains the observation 
that “The failure record ... during the last twelve 
years conclusively proves that we must revise our sys- 
tem.”’ (p. 693) Chapter XXX, “Recent Monetary and 
Banking Legislation” provides a useful brief analysis of 
legislation since the formation of the National Credit 
Corporation in 1931 up to and including the National 
Housing Act of June 27, 1934. It is unfortunate that the 
publication of the book could not be sufficiently de- 
layed to permit inclusion of the Banking Act of 1935. 
It is not apparent from the discussion of the Bank of 
France (p. 753) that the Bank no longer reserves the 
right to redeem its notes in silver.2 Most teachers will be 
grateful for the inclusion of material on the new Bank 
of Canada. 

When allowance is made for the difficulties confront- 
ing them, one must conclude that the authors of the 
new edition have done their work very well indeed and 
that they are entitled to an expression of appreciation 
for preserving so much of the work of Mr. White in a 
text that will continue his traditional position among 
the contributors to the literature of money and banking. 

E. A. Kincarp 

University of Virginia 


Financial Reports for Colleges and Universities. The Na- 
tional Committee on Standard Reports for Institu- 
tions of Higher Education. (Chicago: The Univer- 
sity of Chicago Press, 1935. Pp. xiv, 285. $3.00.) 
Since Luca Pacioli’s treatise on double entry book- 

keeping was printed in Venice in 1494, the development 

of accounting methods and principles has kept pace to 

a certain extent with the growth of commerce and in- 

dustry. Unfortunately the characteristics and functions 

of educational institutions differ so widely from those 


2 Madden and Nadler, International Money Markets, 
p. 314. 


96 


of commercial concerns that in many instances the prac- 
tices of private business cannot be followed in institu- 
tional accounting. 

A system of accounts and financial reports for col- 

leges and universities should provide for: 

1. The keeping of fund accounts to present a proper 
picture of the financial condition and operations 
of the institution, and the limitations attached to 
the endowments and grants under which institu- 
tions of higher education operate. 


. Budgetary control to limit expenditures to avail- 
able income. 


. The accumulation of data required by various 
accrediting, statistical and regulatory bodies. 


These requirements can be met only in an accounting 
system based upon principles peculiar to educational 
institutions. 

It is explained in the preface to this volume that, 
“The National Committee on Standard Reports for In- 
stitutions of Higher Education was organized in 1930 
for the purpose of formulating principles to be followed 
in the preparation of financial and statistical reports of 
universities and colleges and of securing the acceptance 
and adoption of those principles. The committee’s ob- 
ject was to achieve general uniformity in reports re- 
quired for institutional purposes and by federal, state 
and municipal governments, various accrediting agen- 
cies, and other central statistical and controlling bod- 
ies. 

This volume, which is the final report of the Com- 
mittee, has been edited by a sub-committee consisting 
of J. C. Christensen; E. S. Erwin; and Lloyd Morey 
with the assistance of George E. Van Dyke, Technical 
Secretary. 

The subject matter includes one hundred and thir- 
teen (113) model forms for statements required in an- 
nual reports, or for internal use, unit cost computations 
and enrollment reports. A chart of accounts and defini- 
tions of expenditure classifications are also presented. 
While no attempt is made to outline accounting pro- 
cedures, the principles involved in the preparations of 
the various statements are explained and each form is 
described in detail. 

The forms are adaptable to various types of institu- 
tions and should be valuable to all who are interested in 
institutional accounting. The Committee is to be com- 
mended for its comprehensive studies and its program 
of acquainting the principal educational accounting as- 
sociations with its work. 

R. F. Granam 


Reconstruction Finance Corporation 


Accounting. Charles H. Porter and Wyman P. Fiske. 
(New York: Henry Holt and Company, 1935. Pp. 
xi, 631. $3.75.) 

The authors have prepared this text to meet the 
needs of the large body of students who include only 
a limited amount of accounting in their course of study 
and who are interested in the subject because of its 
importance as a tool of management or because of its 
place in investment analysis. The selection of topics and 
the degree of emphasis has been governed by the au- 
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thors’ concept of the relative importance of the topics 
in relation to the needs of such students. As a result, the 
text reflects a conscious limitation on the discussion of 
bookkeeping aspects of the topics considered and a more 
extensive discussion of problems and principles to illus 
trate the use of accounting analysis. In the selection of 
topics the text includes some which are usually covered 
in advanced courses while some topics usually developed 
at considerable length in an introductory text are given 
a brief discussion. 

In the effort to cover the material of the usual intro. 
ductory text and also to include the more advanced 
topics the discussion tends to be concise. The student 
is not led gently but is propelled rapidly. In this re 
spect the text is better adapted to upper class students 
or to selected students of relatively high ability. 

The first part of the text consists of four introductory 
chapters in which there is a discussion of the field of 
accounting, some underlying concepts, accounting r- 
ports, and the analysis of transactions in relation to ay 
sets, liabilities and net worth. While the approach is 
similar to that found in most texts it includes topics 
usually deferred. To illustrate, the introduction to ac- 
counting reports includes a manufacturing statement, a 
reconciliation of surplus with four different types of de- 
ductions, and reports for operating and financial con- 
trol. 

In the second part are found three chapters covering 
the recording of transactions and the preparation of 
financial statements. Presentation of the different types 
of columnar journals including the voucher register, the 
ledger with controlling accounts and subsidiary ledgers, 
the recording of a variety of transactions, and the post- 
ing procedure are all compressed into two chapters. The 
other chapter covers adjustments, inventories, work- 
sheets, closing entries, and preparation of statements. 
The discussion is related to both trading and manufac 
turing concerns. Outside of these three chapters there is 
very little further reference to bookkeeping procedure. 

Part III includes three chapters on the form and con- 
tent of financial statements. A number of well selected 
statements taken from the reports of corporations are 
presented as illustrations. The last of the three chapters 
is given to consolidated statements. 

Ten chapters constitute Part IV under the general 
title of problems of income and valuation. This large 
portion of the text indicates the relative importance 
of these problems as viewed by the authors. Most of the 
material in this section is usually found in texts for ad- 
vanced courses. 

Part V consists of the final chapter in which the 
analysis of financial statements is presented. 

The problem material is adapted to the purpose of 
the text. Bookkeeping aspects of problems are mini- 
mized while analysis of data and interpretation of re 
sults are emphasized. The problems are numerous and 
stimulating. Two brief practice set problems are found 
in appendix A. Some interest tables are available in ap- 
pendix B and some bond tables in appendix C. 

The material in the text was tested by the authors 
in the classroom for several years and revised con- 
stantly. It is carefully written and should serve well 
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the purpose for which it was prepared. Instructors in 
accounting are constantly confronted with the problem 
of determining the extent to which the ability to analyze 
and interpret accounting data is dependent upon fa- 
niliarity with accounting technique. The solution of the 

must involve variables such as the maturity 
and ability of the students and the type and extent of 
analysis desired. The text should prove well adapted to 
the needs of mature capable students and of men who 
are now employed in business positions. The study of 
this text will not enable such students to anticipate 
many phases of accounting analysis and interpretation 
which are revealed by complicated problems involving 
transactions and techniques with which they are not 
familiar, but it should make them alert to the impor- 
tance of the analysis and the necessity of further study 
of the accounting aspects of the problems with which 
they are confronted. 

Writ J. Burney 
University of Iowa 


Training for the Public Service. Morris B. Lambie. (Chi- 
cago: Public Administration Clearing House, 1935. 
Pp. xiv, 49. 50¢.) 


A small group of men have been interested for many 
years in a more efficient public service. The events of 
the last few years have extended and intensified this 
interest and thus the “‘ill wind” has blown some good. 
Many colleges are announcing programs of training for 
public service while many institutes and schools are be- 
ing arranged. It is in times of stress that we get inter- 
ested in greater economy and efficiency in the conduct of 
our public affairs. 
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The content of Professor Lambie’s contribution is 
largely a result of a conference held in Princeton, New 
Jersey, June 22-24, 1935. Recognition is given to two 
possible types of training, (a) pre-entry academic prepa- 
ration and (b) in-service or post-entry training. The re- 
port and recommendations as presented by Professor 
Lambie are built around these two aspects. To read 
them will educate one as to what is being done and as to 
what can be done towards a more adequate preparation 
for those in the public service. 

The report does not go into details as to training, 
such as the recommendation of particular courses to be 
taken in college. In a perusal of the general requirements 
as set forth, however, the accountant will recognize that 
he must assume a large share in the proper training of 
our public servants. 

M. H. Hunter 

University of Illinois 


Analysis of Financial Statements. Revised Edition. 
H. G. Guthman. (New York: Prentice-Hall, Inc., 
1935, Pp. xv, 584. $5.) 


In this edition the same general outline was used as 
in the original. For the most part the same headings of 
the chapter sub-sections have been retained. The re- 
vision consists largely of rearrangement and enrichment 
of the subject matter and bringing the material up to 
date. One hundred thirty pages have been added and 
the appearance of the volume is superior to that of the 
first edition. 

Artur W. Hanson 


Harvard Graduate School of Business Administration 
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UNIVERSITY NOTES 


DENVER UNIVERSITY 


Professor W. B. Paul of the Accounting De- 
partment has been reelected president of the 
Colorado Society of Certified Public Accountants. 


Harpin-Smumons UNIVERSITY 


Professor Wiley Daniel Rich, head of the de- 
partment of business administration, received his 
Ph.D. degree from Columbia University in Janu- 
ary, 1936. His doctoral dissertation, Legal Re- 
sponsibilities and Rights of Public Accountants, 
has been published by the American Institute 
Publishing Co., Inc. 


INDIANA UNIVERSITY 


Mr. D. Lyle Dieterle (C.P.A. Ill.), from 
Washington D. C., is joining the staff as assistant 
professor of accounting. 

Dean William A. Rawles has resigned as Dean 
of the School of Business Administration. Mr. 
Herman B. Wells has been appointed dean. 
Professor Wells comes to the school with a back- 
ground of both academic training and of business 
experience. His field of activity will be banking 
and finance. 


UnIvErsIty oF Kansas 


Professor Leslie T. Tupy’s leave of absence 
has been extended for another year. Mr. Tupy 
has resigned his position as Security Commis- 
sioner for the state and has been appointed 
special counsel and accountant for the Kansas 
Corporation Commission. 

Mr. Malcolm Stuart has been appointed as- 
sistant in economics. Mr. Wm. Shannon is de- 
veloping a new text in elementary accounting 
which he is using this year in mimeographed 
form. 

The rules of the C.P.A. board have been 
amended so that after 1940 two years of college 
work will be required to qualify for the examina- 
tion. Also the experience requirement may be 
satisfied either before or after sitting for the 
examination. 


MARQUETTE UNIVERSITY 


Mr. Leo C. Schmidt, C.P.A., has been pro- 
moted to the rank of professor of accounting. Mr. 


Schmidt is revising his text-book “‘Mechanig 
Accounting.” 

Students majoring in accounting and 
alumni have organized the Marquette Uni rs 
Accounting Club with membership on the b 
of scholarship and professional interest. 


University oF Missourt 


Dr. Frederick A. Middlebush, former Dea 
the School of Business and Public Administratj 
and Acting President of the University of 
souri has been appointed President of the 1 
versity. Professor Harry Gunnison Brown of! 
department of economics is at present actin 
dean. 

Dr. Russell S. Bauder, associate professor! 
economics, is returning in February after speq 
ing a year and a half as associate director of 
Missouri State Reemployment Service. 


UNIVERSITY OF MONTANA 


President George F. Simmons, who assw 
his duties as President in September, will! 
formally inaugurated on February 17. f 

Professor A. S. Merrill of the mathematics 


partment is preparing depreciation tables fe 
fixed percentage of diminishing value met 
which will make it possible to refer to the 
for exact rates to be used in all cases. 


COLLEGE OF THE City or New York 


Professor George M. Brett, head of the dep 
ment of accountancy and curator of the coll 
has been granted leave of absence for the see 
semester and left for Europe early in Febru 
Mr. L. M. Sexton, associate professor of acco 
ancy, has been appointed acting head of t 
department during his absence. 

Mr. John R. Byers has been advanced to 
rank of instructor and Mr. E. I. Fjeld to that 
assistant professor. 4 

During the fall semester there were 4,100 
dents registered in the accounting courses, 1 
in the day session and 2,938 in the evening. Ti 
number of accounting courses offered are 34) 
which 20 were given in the fall semester. Instrw 
tors on the staff number 68. 
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